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Student Information 
Financial Accounting - Accounting 620/101 
Spring 1997 


Instructor: Alvin Carley 
Suite 2400, Room 2409 
Steinberg Hall-Dietrich Hall 
(215) 898-2063 


WHARTON KEPROGRAPHICS еее 


Textbook: Clyde P. Stickney, and Roman L. Weil, Financial Accounting: An 
Introduction to Concepts, Methods, and Uses. Eighth Edition, The 


Dryden Press, New York, NY. 
Solution manual to the Eighth Edition also available at the book 


store; not required but you will probably want a copy of it. 


Available from Wharton Reprographics, required. See preceding page for 
Table of Contents. 


Course Pack: 


Review Sessions and Office Hours: Will be announced after class begins. 


Structure of the Course 


The objective of this course is to help students gain a basic understanding of financial 
statements. To facilitate achievement of this objective, we strike a balance between the 
teaching of accounting "mechanics" and the study of financial statements. Each chapter 
of the text presents the basic procedures which must be mastered. To supplement the 
basic treatment in the chapters, a number of more involved analysis problems appear at the 
end of the chapters. These have been supplemented with two cases and one special | 


exercise. 


Classes will include lecture and discussion of the assigned material. А critical factor to being 
a good accounting student is "keeping up". To help in keeping up with the assigned 
material, a number of problems have been assigned, some of which will be reviewed 

in class. Please be sure to study and solve these problems before class, using the solutions as 


necessary for good comprehension. 


Examinations 


Three equally weighted examinations will be given during the term, two midterms and a final. Dates and 
coverage for the exams are: 





Exam 1: Chapters 1-5 inclusive; February 18th (6:00 - 8:00 PM). 





Exam 2: Chapters 6-9 inclusive; March 25th (6:00 - 8:00 РМ). 
Exam 3: Chapters 10-14 and 16 - To be scheduled 





The locations will be determined on or about the first day of class. These dates will depend on the 
availability of appropriate exam rooms. 


Examination and Grading Policy 


1. Final grades will be determined as follows: 
Exam 1: 1/3% 
Exam 2: 1/3% 
Exam 3: 1/376 
2. Itis the student's responsibility to attend each examination at the time and place specified. 


Make-up examinations will not be provided. An unauthorized absence from an examination will 
result in a grade of zero for that examination. 


ә 


Іп the event а student is unable to attend an examination because of reasons of health or family 
emergency, its 15 his/her responsibility to notify me prior to the exam, or immediately after. In such 
circumstances the student may be granted authorization to be absent from no more than one 
examination; this will be done only on the basis of documented cause. In the case of an authorized 
absence from an examination, the grade for the course will be determined on the basis of the two 
examinations completed (completed examinations will be assigned equal wei ghts in determining the 
final grade.) 


4. Inthe process of assigning grades to the exams, disputes may arise. Thus, each student is encouraged 
to review each corrected examination thoroughly. If the student believes an exam has been mis- 
graded, the exam should be returned to the teaching assistant within one week of the student’s 
receipt of the corrected exam. The student should submit the original copy of the completed 
examination together with a note which carefully explains the point of contention. A request for a 
regrade will not be considered if it is submitted more than one week after the return of the exam. 


The Syllabus 


The following syllabus includes only the Monday/Wednesday lecture sessions. Recitation sessions 
will be held on Fridays. Your attendance at the recitations sessions is considered mandatory. All 
students must be registered for both the lecture sessions and the recitation sessions, so please be 
sure to take care of this quickly. Otherwise, so I am told, a student is dropped from the course. 


The recitation sessions will be used for problem solving. We will use problem solving in the 
lecture sessions also but the reinforcement that will come to you through the additional problems 
to be covered in the recitation session will be very valuable. Accounting 15, to a large extent, а 
problem solving profession (it is also a communications process, as we will discuss later). The 
most effective way to learn accounting 15 by solving problems; the best way to close the gap 
between one's apparent conceptual understanding and one's ability to apply that understanding is 
solving problems. Much better to close that gap during study time than attempting to do so 
during an exam. So please, be attentive to the homework, solving the problems as well as 
studying the text and the course pack material. Please also, use the solutions manual only after 
you have solved the problem; having that manual beside you as you solve problems will, at best, 
give you a false sense of learning. 


Take advantage of our office hours. Both my teaching assistant and I will have them; we will give 
you a schedule of them early in the course. Use all of your resources. Our office hours 
commitment is one of those resources. Be free to raise questions in class, including the recitation 
sessions. Don't be shy about that; if you have a question the changes are high that any number of 
students will have a question on the same material. I wish you well in the course, wanting you to 
be successful and to enjoy the process. 
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Accounting 620/110 
Tentative Schedule of Assignments 
(Syllabus) 


A tentative schedule of assignments appears below. For the first day of ar dd xoti = E 
d | ion | of the course pack. On the first ay от class, 
2 of the text and sections one, two and three o : 
ы түймемен апа we will begin covering Chapters 1 and 2. When you come to class the first " you 
should bring the lecture notes for the first two classes (this material is included in the course pack), an 
your text. Yu should plan to bring your text and the applicable course pack sections to every class; we 


will often discuss problems and issues from them. 


READINGS & 
DATE SESSION TOPIC PROBLEMS | 
113 _ 1 Introduction to course: Ch. 1 & 2: the Briggs & Stratton Corp, financial 
Overview of financial statements and the first three pages of the 
statements related notes, and the America Online, Inc. finan» 
cial Statements: CP10:CP2& 3, CP 11 for AQL 
1/15 | 2 Тһе Accounting Process CP? 
1/20 3 The balance sheet: Recog- . Ch 2; Prob. 8, 15, 20,24 & 3] 
nition, valuation, and CP 4(a) | 
Classification considerations 
1/22 4 Тһеіпсоте Statement: Ch. 3; Prob. 17, 19 & 32 
measurement Principles, СР 405); СР 4(b) (1) including articles about 
accounting methods Kendall Square and Intelligent Electronics 
1/27 5 The income Statement: Ch. 3; Prob. 43 45, & 50 
revenue and expense CP 4(b) (i) | 
recognition 
ое. Ae toe. 6. . ^ The income statement: Ch. 4; Prob. 26 27 & 28 
tales % (сі y T manufacturers, Contractors, nuu i | I 
<) ИДЕТ format «uL ama 
2/3; 45 4 [^ (ted. 0 The income Statement: Exercise- On The Cusp Technology 
Still more-on the accrual : ;.. “СР 9(A);.Ch. 4: ге B 
concept р > > Probs. 29.5; 33 
| HB n із is is M us apt Cu a Е 
um 8 Cash flow Statement ^. . Chi.5 Prob. 16, 19, &-27: СР 4(С) 
4 n uf Же а COE R ый и А | | | 
2/10 . 2-9 СЕ "5h UON statement “Ch. S: Prgb. 28 & 32. 
EXAM ON FEBRUARY 18TH 


COVERING CHAPTERS 1 THROUGH 5 IN CLUSIVE 


2/12 


2/17 


2/19 


2/24 


3/17 


3/19 


10 


12 


13 


Financial statement 
analysis 


Cash and marketable 
securities 


Cash and marketable 
securities (Continued) 


Accounts and notes 


Inventories 
Inventories 


Plant, equipment and 
intangibles 


Ch. 6; Prob, 13, 17, 23. 26, ЗІ: 
Read C.P. 5 "Notes on the Analysis of Financial 
Reports" 


Ch. 7; Prob. 19, 37 & 41 

Ch. 7; Prob. 24, 27, 38; CP 4 (d) 

Ch. 7; Prob. 28, 41 & 44: Exam No. 2, Fall 
1987, Question No. 5 (Miller Co.) CP 7 
Ch. 8; Prob. 9 & 34; CP 4(e) 

Ch. 8; Prob. 27 & 33; CP 4(e) 


Ch. 9; Prob. 15, 17, 21 & 22; CP 4(f) 


Spring Break March 10-14, inclusive 


Plant, equipment and 


intangibles (continued) 


Ch. 9; Prob. 29 & 30; CP 4 (f) 


EXAM ON CHAPTERS 6 THROUGH 9 INCLUSIVE, ON MARCH 25 
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Liabilities, including 


present value concepts 


(Appendix A) 


Liabilities (continued) 


Liabilities (con't.) (Leases, 
pensions & deferred taxes) 


қ ‘Liabilities (cont.) (Leases, 
-* pensions & ‘deferred taxes) 


Shareholders' equity 


5 57 Shareliolders' equity 
(continued) 


ІМ F3 7T ü T 
a UL. 7 ер of | 


Ec ik “Prob. 25, 27, 34, 35 & 37; Exam No. 3 
Fall, 1988, Ques. III (Rainbow ) C.P. 8; also, 


Ch. 10; Prob. 23, 34, 35 & 38; Exam £2, 
1988, Question No. I (Jones Corp.) C.P. 8 
also, CP 4(1) & 46) 


Ch. 10 & Appendix A; Probs. 40 & 44 


3 


СР 4(k) & 4 (!) 


RE e TE 


Case #2-(Texaco/Pennzoil) С.Р. 9(B) - 


Ch. 12; Prob. 22 & 25; CP 4(m) 


:1Ch, 12; Prob. 36 & 37, Exam No. 3, Fall, 1988 
Ques No. II (Duffy) С.Р. 8 


Tj AW FGS 


4/9 


4/14 


4/16 


4/21 


4/23 


24 Long-term investments Ch. 13; Prob. 9, 11 & 25; CP 4(n) 

25 Long-term investments Ch. 13; Prob. 14, 19, & 27; Exam No. 3, Fall, 
(continued) 1988, Ques. No. V (Par. & Sub.) C.P. 8 

26 Statement of cash flows; ^ Ch. 14; Prob. 9; Special Prob.: Crazy Patel C.P. 6 
another look 

27 International Financial Ch. 16; Case: W.W.P.Group and Its 
Reporting Acquisitions С.Р. 9(C) 

28 Review 


FINAL EXAM (ON CHAPTERS 10-14 and 16) - TO BE SCHEDULED 
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Transaction l. Issuance of capital stock 
А Business Event | | 2. Sale of a product 
3. Purchase of an asset 
4. Pavment of a liability, etc. 





WHARTON REPROGRAPHICS 


Journal Entry Cash 110,000 


Record the Transaction | Capital Stock 10,000 
| РЕ ! Accounts Receivable 1,000 
Sales 1,000 
Cost of Goods Sold 600 


Inventory 600 





Post the Entrv(ies) | Cash Capital Stock 
(Means transfer the entries to an 10,000 | | 10,000 
accounting record, called a Ledger, 
for convenient summarization) Accounts Receivable Sales 


1000 | | 1000 








Prepare а Trial Balance ABC Company 


(Before Adjustments) ` Trial Balance 

Means prepare a list of all accounts à December 31, 1989 

with a column for debits and a 

column for credits Debits Credits 

| Cash 10,000 
Accounts 

Receivable 1,000 | 

Sales . 1,000 
Capital Stock 10,000 


Prepare and process (post) Depreciation Expense 500 
Adjusting Entries / | | Accumulated Depreciation 500 

То record corrections and certain period Insurance Expense 150 
expenses Prepaid Insurance 150 











Prepare Trial Balances After 
Adjustments 


same form as above; actually, an extension 
of the unadjusted trial balance. 





—————————— Se SS, 
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Prepare Balance Sheet and 
Income Statement 


Prepare and process (post) 
Closing Entries see note below 





on to the next cycle 


Closing entries - Note: : | 


| Means Bebiting all income statement accounts which һауе a credit balance and crediting all 
income statement accounts that have a debit balance. The difference between the total debits and 
total credits represents net income or net loss which is “closed” - debited or credited, as the case 


may be - to retained earnings, the connecting account between the income statement and the 
balance sheet. 


p 


AME 
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Debits апа Credits 


Each accounting transaction is comprised of two parts (double entry). 


Тһе term "debit" (Dr.) describes that part of a transaction that does опе 
of the following: | i 


Balance sheet: 


- Increases an asset account 
- Decreases a liability account 
- Decreases an owners’ equity account 


Income statement: 


- Decreases a revenue account 
- Increases an expense account 


The term "credit" (Сг.) describes that part of a transaction that does one 
of these: | 


Balance Sheet: 


- Decreases an asset account 
- Increases a Liability account 
- Increases an owners’ equity account 


Income statement: 


- Increases a revenue account 
"e - Decrease an expense account 


The words "debit" and "credit" have no meaning in accounting other than: 


- debit means the amount that is entered (recorded) on the left 
side of the account ("T" account or ledger account) 


- credit means the amount that is entered (recorded) on the right 
side of the account ("T" account or ledger account) 


The term "account" means the designation given to all of those items in the 
financial statements (or, for that matter, in the general ledger) that vill be 
subject to increases or decreases as transactions are properly recorded, e.g. 
cash, accounts receivables, accounts payable, common stock, sales, costs of 
sales. There are, of course, many accounts; they are divided into (1) balance 
sheet accounts and (2) income statement accounts. 


14 


Balance sheet accounts аге sub-divided into three basic groups: 
-Assets (e.g., cash, accounts receivable, inventory, machinery ) 
-Liabilities (e.g., accounts payable, taxes payable, long-term debt) 
mists equity bee’, common stock, additional paid-in capital, retained 
earnings) 

Income statement accounts are sub-divided into two basic groups: 
-Revenues (e.g., sales) 


-Expenses - or costs (e.g., cost of goods sold, rent expense, wages). 


ы E 
miae 


Expressing the debit-credit rules in diagram form, we have the following: 


Balance Sheet 





ASSETS i LIABILITIES OWNERS’ EQUITY 









EX-CASH EX-ACCOUNTS PAYABLE EX-RETAINED EARNINGS 
DEBIT CREDIT DEBIT | CREDIT DEBIT | CREDIT 
incre ases Decreases Decreases Increases Decreases Increases 

e | o C) (+) C) (+) 
ею Miu i" i cene с еЕзЕешене OE c. ы шн III 





DEBIT | CREDIT 





asi Decreases | Increases Increases Decreases Loss Profit 


5 =) | (9 (+) E-) (-) (+) 


The fiscal period’s final balance in the Income Summary account is transferred 


to (closed into) retained earnings, the connecting link between the Balance 
Sheet and the Income Statement. 


1 
F 
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TEACHING NOTE 
DEBITS AND CREDITS 


Terminology sometimes gets in the way of understanding. So it is with "debit" 
and "credit', the words we use to: 


(1) describe the parts of accounting entries, 

(2)  theleft and the right sides of accounts (such as cash, accounts 
receivable, inventory, accounts payable, etc.) in the accounting 
records, and | 

(3 the two columns of the trial balance. Let's put those two words 
(debt and credit) aside for a few minutes and think of what causes 
their use. 


Visualize a business transaction and the recording of that transaction, so the 
results of it and all other transactions, combined with events of the past, can be 
communicated to users of financial statements as they attempt to gain an 
understanding of the financial position and results of operations of an 
enterprise. Accounting is a process of identifying all relevant transactions, 
gathering pertinent information about them, recording them in the records of the 
enterprise, valuing and classifying them properly, and then summarizing them in 
the form of the following financial statements: 


Q Statement of financial position {balance sheet}, 
Q Statement of income, and 
@ Statement of cash flows 


for communication to the many users of financial statements. Accounting is a 
communications process. 


About 500 years ago an Italian monk by the name of Luis Paciolo invented 
double entry accounting. That method has remained with us since and still 
serves well. The thrust of the double entry method is that every transaction 
must be recorded by an accounting entry having two parts. Those two parts | 
somehow got labeled "debit" and "credit". Those terms have no inherent nor : 
special meaning so don't look to them for any special significance; they have 
none. They are only names for parts of accounting entries and the subsequent 
location of information in the accounts or financial statements - on the debit side 
or on the credit side. Think of them that way and their usefulness and meaning 
should become clear. 


жаға 


Having two parts provides, among other things the basis of financial control e.g., 
recording two parts gives greater assurance that a given transaction will be 
recorded than if a single notation is made; the double entry method provides 
some assurance that all parts of a transaction are recorded; subsequently, when 
financial statements are to be prepared, we have some certainty that part of a 
transaction has not been dropped from the records if the total of all debits 
equals the total of all credits (that is achieved by what we call a "trail balance’). 
Always, from the entry to record the transaction though and including 
preparation of the financial statements, the debits and credits must be equal. 


Now back to the transaction level and the use of these terms. Consider the 
balance sheet equation which is: assets minus liabilities equals net worth. You 
can turn that around, of course, and say that liabilities plus net worth equals 
assets. If a company has a transaction involving the sale of an investment in 
securities the company would record that transaction by debiting cash and 
crediting securities for the amount of the transaction (assuming it were sold for 
its cost). 


On the other hand, when a transaction increases a liability account we credit it, 
and when the transaction decreases a liability account we debit it - just the 
opposite of assets. If | buy a computer on account 1 debit fixed assets and 
credit accounts payable. Think again about the balance sheet equation and the 
logic should be clear. It's the same for accounts in the net worth section of the 
balance sheet; increases are credited to them and decreases are debited. For 
example, if we issue new common stock we debit cash for the cash received 
and credit common stock (assuming it was issued at par value, a concept with 
which we will deal later). 


Let us now think of the income statement and its accounts. Associate the 
income statement with the net worth section of the balance sheet. Positive 
items in the income statement increase the net worth of the entity. Assume a 
company has an item in inventory that cost $5,000. It sells that item for $9,000 
and accordingly has a profit (not considering any other related costs) of $4,000. 
At the end of the accounting period that $4,000 along with all other income and 
expense items, will be transferred to the net worth section of the balance sheet, 
specifically into an account called retained earnings (retained earnings is the 
connecting link between the income statement and the balance sheet). So, 
events that will ultimately cause an increase in retained earnings (such as sales, 
interest income, royalty income, dividend income, etc.) will cause the 
appropriate income statement account to be credited. On the other hand, 
events that will cause retained earnings to decrease (such as cost of goods 
sold, selling and administrative expenses, and income tax expense) will cause 
the appropriate income statement account to be debited. 
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Please associate this teaching note with the flow charts and narrative 
information which follow. Study time on this material should do a lot toward 
gaining a good understanding of these terms. We will not do much more with 
them in the sense of specifically directed study but we will use these terms 
extensively as we proceed through the course and examine in some detail some 
of the accounts in the balance sheet and income statement. 


| Category D 


Hierarchy of U.S. GAAP 


| Category А | FASB Statements and Interpretations 











APB Opinions 










AICPA Accounting Research Bulletins 
FASB Technical Bulletins 






| Category B 


AICPA Industry Audit and Accounting Guides 






AICPA Statements of Position 







Consensus Positions of the EITF 





Category C 


AICPA AcSEC Practice Bulletins 










AICPA Accounting Interpretations 





FASB Implementation Guides (Q&As) 


Widely recognized and prevalent industry accounting practices. 






‚| FASB Concepts (Conceptual Framework) 








APB Statements 


AICPA Issues Papers 







IASC Standards 






Governmental Accounting Standards Board (GASB) Statements, 
Interpretations, and Technical Bulletins 







| Pronouncements of other professional associations or regulatory 
agencies 







AICPA Technical Practice Aids 





Accounting textbooks, handbooks, and articles 
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Harvard Business School 9-193-028 


Rev. April 26, 1993 





The Accounting Framework, Financial Statements, 
and Some Accounting Concepts 


Providing information for decisions about the deployment and use of resources in an 
organization and in the economy is one of the top objectives of accounting and accountants. Over 
many years, certain formats and procedures for presenting accounting information have come into 
wide use. Financial statements are based on a framework appropriately called The Accounting 
Framework. : 


The Basic Accounting Framework 


The accounting framework rests on two premises. The first is the idea that it is possible to 
distinguish an accounting entity—the person or organization for which a set of accounts is kept—from 
other persons or organizations that are associated with it. The second premise is that for any 
accounting entity, the resources available will be exactly equal to the resources provided by creditors 
and owners. This second assumption is usually called the accounting equation and is written 


Assets = Equities 


The accounting processes of observing, measuring and reporting are always carried out with an eye 
to maintaining this fundamental equality of assets and equities. 


Assets 


In general, assets may be thought of as all things of value that the organization has a right 
to use. They consist of financial resources, equipment and other physical resources, and other 
resources having value to the entity. Most business organizations have a wide variety of assets, 
which they may classify according to common characteristics. Some prevalent financial assets include 
cash and cash balances in banks, amounts owed to the organization by customers, and marketable 
securities held by the firn. Operating assets often include land, buildings, equipment used in 
carrying out the activities of the organization, and inventories of unsold products. Other assets might 
include such intellectual property as copyrights or patents, conveying exclusive rights to profit from 
the use of property or process. 


Professor William J. Bruns, Jr., prepared this note as the basis for class discussion. 


Copyright © 1992 by the President and Fellows of Harvard Collese, To order copies, call (617) 405-6117 or write the 
Publishing Division, Harvard Business School, Boston, MA 02163. No part of this publication may be reproduced, stored 
in a retrieval system, used in a spreadsheet, or transmitted in any form or by any means—electronic, mechanical, 
photocopying, recording, or otherwise—without the permission of Harvard Business School. 
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183-028 ‚ The Accounting Framework, Financial Statements, and Some Accounting Concepts 


Equities 


The equities in an organization represent claims on its resources or assets. In a crude way, 
the equities reveal the suppliers of an organization’s resources. Some parties provide resources and 
expect to be repaid; these are creditors. Others contribute resources and thereby become participants; 
these are owners. Equities of nonowners would include amounts owed to employees or suppliers, 
amounts owed on short-term loans, and loans represented by other debts of one kind or another. 
Owners share in both the risks and whatever profits accrue. Тһе equities of owners include the 
amount of resources that they contributed originally as well as some portion of the earnings that have 
not been withdrawn by them. | 


Assets = Equities 


The accounting equation demands that in accounting for an organization, the equality of assets 
increase, the new resources had to have come from somewhere, and that source has a claim against 
them. If the things of value owned by an organization increase, the corresponding increase either 
in the amount of obligations or in the equities of owners must be recognized. Likewise, if the things 
of value owned Бу an entity decrease, obligations to nonowners may have been satisfied, or the equity 
of owners may have been reduced. 


апа equities must be preserved. Thought of in another way, if the resources owned by an entity 


Classifications of Assets and Equities 


Although there are decision situations in which information about total assets or total equities 
can be useful, in most cases, more detail is desired. Both assets and equities come in very different 
forms with very different characteristics, as we have already noted. For this reason, it is customary 
in accounting to adopt a scheme for classifying assets and equities of various types. The 


‚ Classifications can be as large or as small as necessary to achieve the objectives for measuring and 
 теропіпд. As the number of classifications increases, the cost of measuring, record keeping, and 


reporting increases, so there is usually an economic constraint that limits the number of classifications 
actually employed. | M 


The basic accounting equation is commonly expanded to highlight the two major equity 
classifications: : 


Assets = Liabilities + Owners’ Equity 


This expansion recognizes that there is a fundamental difference between the obligations the 
organization has to outsiders, or those who are not members or owners, and the obligation it has to 
owners, or shareholders—those who have invested capital in the organization. In the event the 
organization is dissolved, obligations to creditors must be met before assets are distributed to owners. 
This legal distinction provides the basis for this additional classification. 


One reason why this expanded form of the accounting equation is used relates to the 
fundamental distinction between an organization or entity and its owners. The owners contribute 
capital, but they are not the entity. If the excess of assets over liabilities increases, Owners’ equity 
is increased. As long as owners do not make additional Capital contributions or withdrawals from 
the assets of the firm, increases in owners’ equity are usually associated with incorne-generating 
activities of an organization, whereas decreases usually result from losses. 
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Тһе Accounting Framework, Financial Statements, and Some Accounting Concepts 193-028 


Basic Financial Statements 


The nature and format of financial statements are derived directly from the basic accounting 
framework and the accounting equation. A Statement of Financial Position lists the assets, liabilities, 
and owners’ equity at a specified point in time. An asset-flow statement (the statement of cash flows 
is the most common) summarizes the reasons why a class of assets has increased or decreased over 
a period of time. A Statement of Income (or Earnings) explains why the retained earnings 
classification within owners’ equity has changed over a period of time, assuming owners have not 
taken assets from the firm in the form of dividends. 


Although financial statements are prepared in many different formats and may use account 
classifications that differ substantially, a reader of financial reports who understands the basic 
accounting equation can usually figure out how to read the financial reports of an organization 
regardless of the particular reporting scheme that the organization has chosen. The consolidated 
financial statements of the International Business Machines Corporation (IBM) and subsidiary 
companies for 1991 provide an illustration of the relationship between the accounting equation and 
a set of financial reports for a corporation. The Consolidated Statement of Financial Position (see 
Exhibit 1) illustrates the basic equality between assets and equities. The Consolidated Statement of 
Earnings (see Exhibit 2) measures how retained earnings were affected by operations before the 
payment of cash dividends, and the Consolidated Statement of Cash Flows (see Exhibit 3) shows why 


the amount of cash and cash equivalents changed because of Operating, investing, and financing 
activities. | 


These financial reports provide an outline for reviewing some of the elements that will be 
found in every set of financial reports of a corporation. : 


The Statement of Financial Position 


The Statement of Financial Position, or Balance Sheet as it is often called, presents a 
company’s financial position as of a specific date, based on measurements made in accordance with 
Generally Accepted Accounting Principles (GAAP) or some other reporting basis. By definition, the 
measured amount of total assets is always equal to the measured amount of liabilities and owners 
equity. Except for monetary amounts such as cash, accounts receivable, and accounts payable, the 
measurements of each classification will rarely be equal to the actual current value or cash value 
shown. This is due to the fact that most measurements in accounting are made at the time of a 
transaction that took place in the past, and these historical measurements are retained in the accounts, 
even though the values of assets and some obligations may increase or decrease with the occurrence 
of events or passage of time. Itis essential to remember that no statement of financial position will 


ever present the true financial value of an organization or the financial significance of the 
classifications used in the reports. E 


The classifications used by the IBM Corporation in their Consolidated Statement of Financial 
Position (Exhibit 1) are typical of those that will be found in the balance sheets of other companies. 
Current Assets include cash and other assets used in operations during the normal operating cycle of 
the business, or within one year if the operating cycle is shorter than one year. The normal operating 
cycle of a company is that period of time required to acquire services and materials to create a 
product or service, which is sold to a customer, who then pays for the product or service, thus 
supplying the cash to begin the cycle again. Cash is measured at its face amount, whether it is in 
the possession of the company or deposited in banks. Cash equivalents and marketable securities 
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represent temporary investments, which can be easily converted to cash if more cash is needed. 
Notes receivable and accounts receivable are amounts that are due from customers who have 
purchased goods or services on credit. Inventories typically include materials that will be converted 
into product, work-in-process inventory, and finished goods that are ready for sale or have not yet 
been delivered to customers. Prepaid expenses include expenditures that have been made to acquire 
future benefits or services (an insurance policy would be an example), but for which the benefits have 
not been obtained at the date of the financial reports. 


Plant, Rental Machines, and Other Property include the cost of long-lived tangible assets used 
in the company’s operations. Land, buildings, and equipment are typically included in this 
classification. Land is almost always included at its original cost, while other assets are stated at their 
original cost less the proportion of original cost that has been included in the expenses of prior 
periods’ operations as depreciation. 


Investments and Other Assets include assets that have been acquired by expenditure through 
a business transaction and that will eventually be matched with revenues in future periods. Intangible 
assets such as patents, trademarks, and copyrights that have been purchased usually fall within this 
category. If a company has purchased another company for a price in excess of the fair market value 
of its assets, goodwill is assumed to have been acquired or be included in this section of the balance 
sheet. 


Liabilities are obligations that an organization must satisfy by transferring assets to or 
performing services for a person or organization at some time in the future. Current liabilities are 
those that an organization expects to satisfy either with assets that have been classified as current or 
in the course of normal operations or during the following year. Liabilities not falling within these 
categories are usually shown as long-term debts or other liabilities. 


Stockholders’ Equity represents the interest of the owners in the organization. 
Mathematically, its total is always equal to the amount that remains after deducting the total liabilities 
of the organization from its total assets. Only by coincidence would this amount be equal to the true 
value of the organization to its owners. Instead, the total is very much an artifact of the 
measurements and accounting procedures, which have been used to record and account for assets and 
liabilities. 


The amount of assets that owners originally committed to the organization (usually cash paid 
for stock) is usually shown separately in the owners' equity section of the statement of financial 
position. In the case of the IBM Corporation, that amount is labeled Capital Stock. Once these 
original assets are turned over to an organization, no further measurements are made, and the market 
value of the shares representing ownership may differ substantially from the original amount paid by 
the original owners. 


Retained Earnings show the balance of the net income of an organization from its origin to 
the present after deducting dividends to shareholders. In the IBM Corporation Statement of Financial 
Position, translation gains and losses resulting from restating the local currency-denominated balance 
sheets of foreign subsidiaries into dollars are shown on a separate line from retained earnings. 
Treasury Stock measures amounts paid for stock that has been reacquired by the IBM Corporation. 
Although these shares. have not heen canceled, thev are no longer outstanding and therefore do not 
represent any Owners’ interest at the date of the statement of financial position. 
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The Statement of Earnings 


The results of operations of business over a period of time are shown in the Statement of 
Earnings, or the Income Statement. Just as the Statement of Financial Position can be represented 
by the accounting equation, the income statement can be represented by the following equation: 


Revenues — Expenses = Net Income (or Net Loss) 


In actual reports, this equation is expanded considerably and usually includes details about the nature 
of important categories, particularly in footnotes to the statement. 


Revenues result from selling products or services to customers. In its Consolidated Statement 
of Earnings (see Exhibit 2), the IBM Corporation provides details of revenue received from four 
sources: the sale of equipment to customers, amounts paid by customers for support services, amounts 
paid by customers for software, and amounts received from customers who rented equipment or for 
whom IBM provided financing at the time of their purchase. Less detail could have been provided 
or more Classifications could have been used to disclose sources of revenue during 1991. 


Immediately below its summary of revenue, the IBM Corporation has reported measurements 
of the cost of goods and services sold to customers. The same categories are used to allow a report 
reader to calculate the gross profit from each type of customer. What IBM has shown as cost is often 
shown in other income statements as cost of sales or cost of goods sold. IBM’s gross profit figure 
represents the difference between revenues from customers and the cost of producing the equipment 
and providing the services for which customers were willing to pay. 

Operating Expenses are deducted from the gross profit to determine income from operations. 
These expenses stem from expenditures or new obligations that are associated with the year’s 
operations but not specifically with the goods or services provided to customers. Deducting the 
operating expenses from gross profit yields operating income, which is a measure of the income 
derived from the principal operations of the corporation. 


The Consolidated Statement of Earnings of IBM Corporation is typical in that in addition to 
operating income, other income and expense items must be added and subtracted before the nef 
earnings ог net income total is measured. In many organizations, these nonoperating amounts are 
significant, but they are shown separately to enable a reader of the financial report to make alternative 
assumptions about the efficiency and success of operations in the current or future periods. 


The Statement of Cash Flows 


The Statement of Cash Flows details the reasons why the amount of cash (and cash 
equivalents) changed during an accounting period. Just as the statement of income describes how 
retained earnings have changed during an accounting period, the statement of cash flows describes 
how the amount of cash and cash equivalents has changed during the accounting period. The 
statement’s format reflects the three categories of activities that affect cash. Cash can be increased 
or decreased (1) because of operations, (2) because of the acquisition or sale of assets or investments, 
or (3) from changes іп debt or stock or other financial activities. 


Although it may not be self-evident from the Consolidated Statement of Cash Flows from the 
IBM Corporation (see Exhibit 3), the statement of cash flows can be thought of as containing much 
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of the same kind of information as а checkbook register ог bankbook. Sales ог purchases of assets 
increase or decrease the amount of cash that can be deposited. Borrowing cash or payment of debt 
affect the balance similarly. Operations have similar effects on the balance of cash available. The 
reason this analogy to a bank balance is not obvious may be due to the most common form in which 
the statement of cash flows is presented. This common format reconciles the net income reported 
in the income statement to the net cash provided by operations. Upon further study, it will become 
apparent why statements of cash flows are often presented in this format rather than by showing 
directly the demands for cash made by operations and the receipts of cash provided by operations. 


‘Accounting Concepts 


Four basic accounting concepts underlie the presentation in any statement of income. They 
are the accounting period concept, the accrual concept, the realization or recognition concept, and 
the matching concept. 


A statement of income 15 always presented for a period of time. In fact, part of the heading 
of the statement of income must include a description of the time period for which the income has 
been measured. The accounting period concept covers the period over which a statement of income 


. has been prepared. The accounting period can be of any length, but customarily it is related to a 
- Calendar period such as one year, one-half year, or perhaps one month. It is often useful to think 


of the accounting period as the time between the preparation and presentation of two successive 
statements of financial position by an organization. The statement of income presents the changes 
in owners’ equity due to operations and other events between one balance sheet and the next. 


The accrual concept supports the idea that income should be measured at the time major 
efforts or accomplishments occur rather than simply when cash is received or paid. Revenue and 
expenses can be recognized before or after cash flows. If revenue is recognized, but cash has not 
been received, then it -will be recorded among current assets as accounts receivable. 


Correspondingly, if an expense has been incurred, but cash has not been paid, it will be recorded as 
a current liability. | 


| What accountants call the realization concept is really a family of rules that might be more 
clearly labeled recognition concepts. These rules aid the accountant in determining that a revenue 
or expense has occurred, so that it can be measured, recorded, and reported in financial reports. 
There is actually a large number of these rules, many of which are conditional on circumstances 
affecting a particular organization at a particular point in time. For example, revenue is often 
realized (recognized) when a product is shipped to a customer. However, in other circumstances 
where a customer has contracted for a special product, some portion of revenue might be recognized 
at the end of an accounting period, even though the product is not complete and has not been 
delivered. In general, revenue is recognized along with associated expenses when an exchange has 
taken place, the earnings process is complete, the amount of income is determinable, and collection 


. of amounts due is reasonably assured. 


The amount of expenses to be deducted in each accounting period is determined by the 
matching concept through which the expenses associated with revenue are identified and measured. 
The accountant attempts to match the cost and expenses of producing a product or service with 
revenues obtained from its delivery to customers, so that net income can be measured. This matching 
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of revenues and expenses allows readers to understand better the possible expenses of future revenues 
the organization will try to earn. | 


Our introduction to the accounting framework and financial reports illustrates four additional 
accounting concepts. These concepts include the money measurement concept, the business entity 
concept, the going concern concept, and the cost concept. 


Accountants measure things in terms of money. The money measurement concept has the 
advantage of expressing all measurements in а common monetary unit that can be added, subtracted, 
multiplied, and divided to produce reports which themselves can become the subject of further 
analysis. Nevertheless, there are many things that affect an organization but are difficult or 
impossible to measure in terms of money. The knowledge and skills of members or employees of 
an organization have great value, but they are virtually impossible to measure in terms of money. 
Customer loyalty may ensure future profitability, but only past revenues will be shown in past 
reports. Because accountants employ the money measurement concept, readers of accounting reports 
should not expect to find a complete picture or all the facts about an organization. 


The entity concept delineates the boundaries of the organization for which accounts are kept 
and reports are made. The reports of the IBM Corporation that we have examined contain no 
information about who the owners or the managers of the IBM Corporation are. At the same time, 
because the accounts of many parts of the IBM Corporation have been consolidated, we cannot see 
the financial condition or financial success of a particular sales office or product line. Common sense 
tells us that within the IBM Corporation, accounts are probably maintained and reports prepared for 
each of those entities. The entity concept means that anyone who uses financial reports has to be sure 
that those reports are for the exact entity іп which he or she is interested, whether it be the 
organization as a whole or a particular subset of it. 


Financial reports assume that the entity is a going concern. Reports are not prepared on a 
basis that would show the liquidation value of an organization or what would happen if the 
organization was liquidated. Instead, the accountant works on the assumption that an entity will 
continue to operate much as it has been operating for an indefinitely long period in the future. 


А fourth concept seen in the financial reports you have examined is the cost concept. 
Transactions provide the information necessary for measuring and recording assets in the accounts 
and subsequently reporting about them. Although a reader of a financial report may be interested 
in the value of assets or the value of an organization, the accountant is not. Assets are initially 
recorded by measuring the amount paid for them. When that cost is matched with revenues, it is 
matched at its historical amount rather than at the current value of the asset used to create a product 
or service. The cost concept means that as time passes asset measurements are not changed even if 
the current value of those assets is changing. Likewise, when coupled with the money measurement 
concept, no allowance is made for changes in the purchasing power of the currency that may have 
been used to acquire an asset. There can be no doubt that the cost concept greatly simplifies the 
accountant's job in maintaining a record that can become the basis for financial reports. But it does 
so by sacrificing the relevance of those reports to many kinds of economic decision making. 


Three other concepts are important to financial reporting, even though they are somewhat less 
obvious. These are the concepts of conservatism, consistency, and materiality. 
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The conservatism concept operates as a safeguard to overstatement of asset values and 
owners' equity. It requires that accountants be slower to recognize revenues and gains and quicker 
to recognize expenses and losses. This potentially negative bias in the accountant's behavior is the 
basis for many jokes about the differences in the way accountants and other managers see things 
occurring in organizations. 


The consistency concept requires that once an entity has selected an accounting method for 
a kind of event or a particular asset, that same method should be used for all future events of the 
same type and for that asset. The consistency concept enhances the comparability of accounting 
reports from one period to that of another. In that way, it enhances the usefulness of financial 
reports. Nevertheless, certain caution must be attached to any discussion of the consistency concept 
because accountants use the term consistency in a narrower sense than found in other uses. 
Consistency is required all the time, but there is no requirement for logical consistency at a moment 
in time. For example, assets that may appear identical may be accounted for using different 
accounting methods. All that is required is that the same method be used for the same asset over 
time, not that all like assets be accounted for using the same method. This means that financial 
statement users must be constantly alert for the specific accounting methods used in different parts 
of financial reports. Just because a reader of financial reports understands the way in which factory 
machinery has been measured and reported does not necessarily mean that the same reader will have 
any idea how trucks or delivery equipment have been measured and reported. 


Finally, arching over the entire process of accounting and financial reporting is the materiality 


concept. This concept allows that the accountant does not need to attempt to measure and record 


events that are insignificant or to highlight events that differ from the usual or the norm. Events or 
assets judged to be insignificant can be ignored or disregarded. On the surface, this concept would 
seem to make good sense, as it focuses both the accountant and the financial report reader's attention 
on important things. Unfortunately, the exact line between what is significant and what is 
insignificant is very difficult to define. Furthermore, something may seem insignificant to the 
accountant but might be regarded as very significant to a managing director. The materiality concept 
is both a strength and a weakness in financial reporting, and a wise reader of 5 must be 
constantly on guard for its occasionally pernicious effects. 


Summary 
The accounting equation 
Assets = Equities 
or in its expanded form 
Assets = Liabilities + Owners’ Equity 
provides the basis for the accounting framework. The format for the statement of financial position 
derives directly from the accounting equation, and the assumed equality of assets and equities 


provides a basis for accounting record systems as well as the statement of financial position. 


Two additional financial reports stem directly from the accounting equation. The statement 
of income explains the change in the owners’ equity that occurs during an accounting period by 
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giving details of both revenues that increase owners' equity and expenses that decrease owners' 
equity. It provides a basis for analyzing the effectiveness of operations. The statement of cash flows 
explains why the amount of cash and equivalents has increased or decreased during a period of time. 
It details whether or not operations have provided additional cash or have themselves consumed cash. 
It also reveals cash that is provided by new loans or that has been used to pay off debts, and how 
cash has been invested or obtained by selling assets. 


This brief overview of the accounting framework and financial reporting has served as an 
introduction to eleven important accounting concepts, financial reports, and the work of accountants. 
Only practice and further study can give real meaning to these accounting concepts, but understanding 
their existence is critical to studying the work of accountants, and some of the reasons why they 
operate as they do. The eleven concepts introduced here include: accounting period, accrual, 
realization, тпгісһіпе, money measurement, entity, going concern, cost, consistency, conservatism, 
and materiality. We will see in detail how these concepts are applied as we continue in our study 
of accounting principles. | 


31 


32 


"ары 


193-028 


Exhibit 1 
Statement of Financial Position ($ in millions) 


The Accounting Framework. Financial Statements, and Some Accounting Concepts 


International Business Machines Corporation and Subsidiary Companies—Consolidated 


е ——————————————— SS eee: 


At December 51: 
ASSETS 
Current Assets: 


Cash 

Cash equivalents 

Marketable securities, at cost, which approximates market 
Notes and accounts receivable—trade, net of allowances 
Sales-type leases receivable 

Other accounts receivable 

Inventories 

Prepaid expenses and other current assets 


Plant, Rental Machines, and Other Property 
Less: Accumulated depreciation 


ғ 
. 


Investments and Other Assets: 


Software, less accumulated amortization (1991, 55,950; 1990, $5,873) 


Investments and sundry assets 


LIABI LITIES AND STOCKHOLDERS’ EQUITY 
Current Liabilities: 


Taxes 

Short-term debt 

Accounts payable 

Compensation and benefits 

Deferred income 

Other accrued expenses and liabilities 


Long-term Debt 
Other Liabilities 
Deferred Income Taxes 


Total Liabilities 
Stockholders’ Equity: 


Capital stock, par value $1.25 рег share—shares authorized: 
Issued: 1991-571,349,524; 1990-571,618, 795 

Retained earnings 

Translation adjustments 


Treasury stock, at cost (shares: 1991-5531,665; 1990-227,604) 


- 


750,000,000 


ғ 


_ 1990 


558,920 


$55,659 


26,518 


$27,251 


ek 


(25) 
542,852 


587,568 


rr er ^———————————— —— "——— RN 
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Exhibit 2 International Business Machines Corporation and Subsidiary Companies— Consolidated 
statement of Earnings ($ in millions, except per-share amounts) 








For the year ended December 31: 1991 1990 ‚ 1989 
Me ЙЕ лаа аас ше ет c ы ы шеше ышт ОУУ oreet erri sivi mage нне iro 
Revenue 
Sales | $27,093 $43,959 $41,586 
Software 10,524 9,952 8,424 
Maintenance 7,514 7,198 6,791 
Services 5,582 4,124 3,067 
Rentals and financing 4,179 3,785 2,842 
565,792 $69 ‚018 562,710 
Cost: 
Sales $18,949 $19,401 $18,001 
Software 3,888 3,126 2,694 
Maintenance 3,379 3,302 3,224 
Services 4,551 3,315 2,477 
Rentals and financing 1.727 1,579 1,305 
Gross Profit $32,318 558,295 $35,009 
Operating Expenses: 
Selling, general and administrative 24,752 20,709 21,289 
Research, development, and engineering 6,644 6,554 6,827 
| $31,376 527,265 $28,116 
Operating Income $ 942 $11,032 $ 6,895 
Other Income, Principally Interest 602 495 728 
Interest Expense _ 1,523 1,324 GU iS 
Earnings before Income Taxes $ 121 $10,203 5 6,645 
Provision for Income Taxes 685 4,183 2,887 
Мес Earnings before Change in Accounting Principle $ (564) 5 6,020 $ 3,758 
Transition Effect of Change in Accounting for 
Monpension Postretirement Benefits (2,263) - "— — 
Wet Earnings 5(2,827) $ 6,020 $ 5,758 
Per-Share Amounts: 
Before change in accounting principle 5 (.99) $ 10.51 % 6.47 
Transition effect of change іп accounting for 
nonpension postretirement benefits | (3.96) - - 





Net earnings | < (4.95) $ 10.51 $ 6.47 





Average Number of Shares Outstanding: 


1991-572,003,382 
1990-572,657,906 
1989-581, 102,404 
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Exhibit 3 
Statement of Cash Flows ($ in millions) 


International Business Machines Corporation and Subsidiary Companies—Consolidated 








For the year ended December 51:. 1991 1990 1989 
Cash Flow from Operating Activities: 
Net earnings $(2,827) $ 6,020 $ 5,758 
Adjustments to reconcile net earnings to cash provided 
from operating activities: 
Depreciation 5,150 4,217 4,240 
Amortization of software 1,630 1,085 1,185 
(Саіп) loss оп disposition of investment assets (94) 52 (7+) 
Other changes that provided (used) cash— 
Receivables (886) (2,077) (2,647) 
Inventories (36) 17 (29) 
Other assets 865 (3,136) (1,674) 
Accounts payable 384 293 870 
Other liabilities EE s 1,020 1,743 
Net cash provided from operating activities $ 6,725 $ 7,872 $ 7,572 
Cash Flow from Investing Activities: 
Payments for plant, rental machines, and other property $(6,697) $(6,509) $(6,414) 
Proceeds from disposition of plant, rental machines, and i 
other property B45 804 544 
Investment іп software (2,014) (1,892) (1,679) 
Purchases of marketable securities and other investments (4,848) (1,234) (1,391) 
Proceeds from marketable securities and other investments 5,028 1,687 1,860 
Net cash used in investment activities (7,686) (7,144) (7,080) 
Cash Flow from Financing Activities: | 
Proceeds from пем debt - $ 5,776 % 4,676 $ 6,471 
Payments to settle debt (4,184) (5,683) (2,768) 
Short-term borrowings less than 90 days-net 2,676 1,966 228 
Proceeds from (payments to) employee stock plans-ret 67 (76) (29) 
Payments to purchase and retire capital stock (196) (415) (1,759) 
Cash dividends paid (2,771) (2,774) (2,752) 
Wet cash provided from (used in) financing activities $ 1,358 $ (306) $ (609) 
Effect of Exchange Rate Changes on Cash and Cash Equivalents % (315) $ 151 % (158) 
Wet Change in Cash and Cash Equivalents $ 92 $ 153 $ (475) 
Cash and Cash Equivalents at January 1 3,853 5,700 5,175 
Cash and Cash Equivalents at December 31 $ 3,945 $ 3,853 $ 3,700 
Supplemental Data: 
Cash paid during the year for: 
Income taxes $ 2,292 $ 3,315 $ 3,071 
Interest $ 2,617 $ 2,1 $ 1,605 
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THE BALANCE SHEET 
l. THE ACCOUNTING EQUATION: 
Assets = Liabilities + Shareholders' Equity 
or 


Assets - Liabilities = Shareholders’ Equity 


Il. ASSET RECOGNITION 





Definition of an asset - resources with potential for providing future 


benefits 


Future benefits - ability to generate future cash inflows or reduce 


future cash outflows. 


ИЕ — ASSET VALUATION 





General basis - acquisition or historical cost 


Neonatal 


Other possibilities: 
Current replacement cost 
Net realizable value 


Present value of future cash flows 


ІМ. ASSET CLASSIFICATION 





Current assets (expected to be consumed within one year) 
Non-current assets: 
Investments 


Fixed (Property, plant and equipment) 
Intangible (e.g., consolidation goodwill) 


WHARTON REPROGRAPHICS = 


37 
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T V. LIABILITY RECOGNITION 





General definition - receive goods or services and promise to pay 
VI. LIABILITY VALUATION 
Required payment... 


Vil. LIABILITY CLASSIFICATION 


Current - must be paid within one year 


Non-current: 
Long-term debt 


Other long-term liabilities (deferrals, etc.) 


ҮШ. MONETARY ASSET/MONETARY LIABILITIES 


tg ЫЎ 


Amounts fixed іп dollars by statute or contract 
(Non-monetary assets or liabilities - 


all that are not monetary) 


IX. OWNERS’ EQUITY - (Also called "МЕТ WORTH") 


The excess of assets over liabilities 
Components: 
Capital stock (and related accounts) 
Retained earnings 


Various other elements 


THE INCOME STATEMENT 


l. MEASURES RESULTS OF OPERATIONS (OPERATING PERFORMANCE) 
FOR A SPECIFIC LENGTH OF TIME. 


ITE 


For external (general public) purposes - once each year, with 
abbreviated interim reporting quarterly 


For internal purposes, usually monthly 


Il. METHOD OF MEASUREMENT - CASH BASIS VS ACCRUAL BASIS 
CASH BASIS - revenues recognized when cash is received 
- expenses reported when cash is paid 


ADVANTAGES AND DISADVANTAGES: 





Simple, easy, less bookkeeping 
BUT - doesn't properly match revenue and expenses; it 


postpones revenue recognition unnecessarily 


Мум 


Used principally by very small operations - where 
inventories and plant assets are not significant. 


ACCRUAL BASIS - revenues recognized when goods are sold 


WHARTON REPROGRAPHICS en 


or services rendered. Costs and expenses 


recognized (1) in the period when related 
revenues are recognized - or (2) as period 


costs; the basic concept is matching of 
revenues and expenses 


ADVANTAGES AND DISADVANTAGES: 
Revenue more accurately reported 
Expenses match the revenues more closely 
Hence - better matching of revenues and expenses 


$ 
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REVENUE AND EXPENSE RECOGNITION 





REVENUES 


© What you receive when you market your product or service (the 
assets that come into the business when goods are sold or services 
rendered, normally cash or accounts receivable); 


COSTS AND EXPENSES 


- € 





© What you spend in generating revenue (the assets used to produce 
revenue). 





MEASUREMENT PRINCIPLES 
TIMING-REVENUE: 


© When services are rendered and asset (receivable or cash) 
received. Generally when the product is delivered and billed (title 
passing). 


MEASUREMENT: 


© (Amount) cash ог cash equivalent (accounts receivable) received. 
Selling price less estimated uncollectible accounts, sales discounts, 
allowances (unsatisfactory merchandise). 


TIMING: 


о Think of when the asset is used - at that time it becomes а cost ог 
an expense. Timing of this activity: (1) if associated directly with a 
particular revenue (the inventory becoming cost of sales) - 
recognize the cost when the revenues are recognized, i.e, "product 
costs" (2) if not associated directly with revenues, recognize them in 
a specific accounting period, i.e., period costs. 


V. ACCOUNT FOR MANUFACTURERS: 





© Revenue recognition - when goods are sold 

© Manufacturing costs - material, direct labor, overhead аге 
accumulated in work-in-process inventory, then transferred to 
finished goods. 
When sold, transfer from inventory to cost of goods sold 


Also - period expense: selling, general and administrative, 
etc. 
To illustrate the process: 


© Purchase materials - charge raw materials inventory 
(RM) 


С Transfer RM to Work-in-Process (WIP) and add direct 
labor and overhead costs 


© Transfer cost of product completed to Finished Goods 
(FG) 


о Upon the sale - transfer costs to Cost of Goods Soid 


в 


VI. CONSTRUCTION ACCOUNTING: | 
CHARACTERISTICS: 


Long period of construction 


© Contracts signed іп advance (locks іп price) 
© Periodic payments are made 
О Criteria for revenue recognition often satisfied during 


construction. If so, probably use PERCENTAGE OF 
COMPLETION METHOD 
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ACCOUNTING METHODS: 


© Percentage of completion 


A portion of the contract price, based on degree of work 
completed, is recognized in each accounting period of the 
contract. Amount is based on (engineers’ or architects’ 
estimate of completion or (2) on the ratio of costs incurred to 
date to total expected costs for the contract. 

Schedule of cash collections is not significant for revenue 
recognition purposes under this method. 


е) Completed contract method 
All revenue is recognized at completion of the project (short 


projects under which little difference would be seen under the 
two methods, or where estimates of total costs are difficult, or 
when a specific buyer doesn't exist - e.g., residential 
housing). 


О Installment Method 


Revenues are recognized as portions of the selling 
price are collected, with corresponding portions of - 
costs recognized, e.g.: 


© A $100 item costing $60 is sold with payments 
over 5 months. One-fifth of costs and revenues 


is recognized as each $20 is collected (big ticket 
retail items; land development companies.) 
COST RECOVERY FIRST METHOD 


© All costs are recognized before any revenue is recorded. 
Used when substantial doubt about collectibility of cash 


exists. Seldom used and must be clearly justifiable. 
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THE INCOME STATEMENT 


IMPORTANT CLASSIFICATIONS WITHIN THE INCOME STATEMENT 


ELEMENTS OF THE INCOME STATEMENT: 
Revenues 
Expenses 
Gains 
Losses 
BASIS STRUCTURE OF THE STATEMENT: 
1) single-step: | 
Two groups of accounts exist, comprised of: 


a) All revenues, separately stated 
b) All costs and expenses, separately stated 


Thus, there is only one subtraction in arriving at net income. 
2) Multiple-step: 
Several levels of income are shown. e.g.;: 


Revenues are presented first, from which are deducted cost 
of goods sold to arrive at gross profit (gross margin). 


Operating expenses are subtracted from gross margin to 
arrive at another level of income. 


Administrative expenses are then deducted to arrive at 
operating income. 


Other revenues and gains are then shown for yet another 
level. 


Other expenses and losses are subtracted to arrive at income 
before income taxes. 


income taxes are subtracted to arrive at net income. 


%, 
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3) Condensed income statement: 


A highly abbreviated approach which involves combining accounts 
and showing little information on the face of the statement, e.g., Net 
Sales, Cost of Goods Sold, Operating Expenses, Other Revenues 
and Expenses, Income Taxes and Net Income. 


Whatever the presentation, Earnings Per Share must be shown. Which is 
preferable? As long as adequate disclose is achieved, It's a matter of personnel 
choice. 


IMPORTANT DISCLOSE BEYOND THE BASIC PRESENTATION: 


The income statement should report operating results; a reader should be 
able to use it and gain a good understanding of the results of operations 
of an enterprise for a given time. 


From time to time an enterprise will encounter unusual events which must 
be reported but which are not part of its regular operations. Let us 
discuss them and see how they should be reported. 


Extraordinary items: 


To be classified as an extraordinary item the event must be 
(1) unusual in nature, and (2) infrequent in occurrence. A 
good example is expropriation of a foreign operation. The 
principles are very specific but judgment must be used in 
applying them. 


Classification -- these are shown in the income statement as a 
separately captioned item following a caption designated as 
"income before Extraordinary Item" and preceding net 
income. These items should be shown net of related income 
tax the amount of which should be disclosed. 


Prior Period Adjustments: 


Two types of items must be accounted for as prior period 
adjustments and excluded from the determination of net 
income. These are: 


1) Corrections of errors of prior period financial 
statements 


2) Adjustments that result from realization of income tax 
benefits of pre-acquisition operating loss carryforwards 
of purchased subsidiaries. 


Classification -- they are charged or credited to the opening 
balance of retained earnings. 


Change In Accounting Principle: 
An example or two - (1) change in inventory valuation 
method, e.g., FIFO to average, or (2) change of depreciation 
method say, from sum-of-the-years digits to straight-line. 
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Classification -- the net effect (after taxes) on net income is 
shown as a separate item following any extraordinary items. 


THE ISSUE OF MATERIALITY 


1) All of the above assumes that the amounts involved are material in 
relation to the important items in the financial statements, e.g., net 
income and shareholders’ equity. What is material? It’s hard to tell 
without reference to specific financial statements but consider such 
as the following (a) what amount would influence the judgment of a 
reasonable person, (b) what would be relevant to, would have an 
impact on, a decision maker who is evaluating the financial 
statements? 
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2) 


З) 


Disclosure of the matters we have discussed above makes good 
sense, common sense. The reader of the financial statements, 
whether an investor, a potential investor, a lender, a possible 
purchaser of the business, a regulator, or whatever, is normally 
primarily interested in the normal, ongoing operations of a 
business. To fail to separate such things as extraordinary items 
and prior period adjustments would be very misleading to all users 
of the statements and cause totally inappropriate decisions. An 
owner could be mislead into selling prematurely, or failing to sell 
when he or she should; a buyer could be misdirected in the 
opposite way. 


So a conclusion that items of a material amount should be included 
in the income statement and explained in the notes to the financial 
statements is totally valid. Moreover, there are two other thresholds 
we should consider when thinking about materiality and disclosure, 
those being (1) "severe impact', meaning, "a significantly disruptive 
effect on the normal functioning of the entity" and "catastrophic", 
meaning, "those matters that would result in bankruptcy" (SOP 94-6, 
paragraph 7). 


Reisling А.С. 
Income Statement Restated to U.S. GAAP 
For the Year Ended 12/31 





Sales $15,000,000 
Operating expenses 7,500,000 
Income from operations $ 7,500,000 
Other income (expenses): 

Dividend income $ 90,000 


Excess of insurance proceeds 
over book value of assets 


destroyed 416,650 
Gain from sale of investments 
and fixed assets 75,000 
5 581,650 
Interest charges (60,000) 
Foreign exchange loss (400,000) 
Loss on sale of investments 
| and fixed assets 125,000) (3,350) 
Net operating income after other 
income (expenses) $ 7,496,650 
Less: Corporate income taxes (at 40%) 2,998.660 
Net income from continuing operations $ 4,497,990 
Discontinued operations (net of taxes): ~~ 
Loss from operation of 
discontinued segment (1,500,000) 
Loss on disposal of 
business segment (1,000,000) ( 2,500,000) 


Income before extraordinary items 
and the cumulative effect of a 


change in accounting principles 1,997,990 
Extraordinary items, net of tax: 

Loss on repurchase of bonds 500,000 

Expropriation loss 150,000 (_ 650,000) 

i 1,347,990 

Cumulative effect on prior years of 

change in depreciation method (net of tax) (1.175.000) 
Net Income | $ 172,990 
Beginning retained earnings $ 10,000,000 


Plus: Cumulative prior years effects (net of taxes): 
Accounting error-change from direct 


writeoff to allowance method (100,000) 
Change from cost to equity method $300,000 200,000 


Ending retained earnings $ 10,372,990 
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THR INCOME STATEMENT - DISTORTION OF EARNINGS 


NOT TO OMIT THIS IMPORTANT DOCUMENT FROM CONSIDER- 
ATIONS OF FAIR FINANCIAL REPORTING, LET US THINK 


ABOUT : 


REVENUE RECOGNITION: 


NORMALLY RECORDED WHEN IT IS (1) REALIZED OR 
REALIZABLE AND EARNED. 


REALIZED - WHEN GOODS OR SERVICES, OR OTHER 
ASSETS, ARE EXCHANGED FOR CASH OR A CLAIM TO 
CASH. 


RERLIZABLE - WHEN ASSETS ARE READILY CONVERT- 


IBLE INTO CASH OR A CLAIM TO CASH. 


EARNED - WHEN THE ENTITY HAS DONE WHATEVER IS 


JNECESSARY TO BE ENTITLED TO THE BENEFITS OF 


THE REVENUE - NORMALLY, DELIVERING THE PRODUCT 
OR SERVICE AND BILLING FOR IT. 


WHAT HAPPENS IF SALES ARE OVERSTATED, DELIBERATELY 
OR OTHERWISE? IT ALL GOES STRAIGHT TO THE BOTTOM 


OVERSTATING NET INCOME, A VERY IMPORTANT 


NUMBER. 


art 


OTHER INTERESTING POINTS: 


* MOST, IF NOT ALL, OF THESE ARRANGEMENTS WERE 
MADE BY ONE PERSON, THE COMPUTER WHIZ CEO 
WHO FOUNDED THE COMPANY. 


* HOWEVER, THE CFO HAD TO APPROVE THE TERMS OF 
KENDALL'S SALES AND WAS THE COMPANY'S DESIG- 
NATED "CLOSER" - A VERY EFFECTIVE DEAL 
MAKER. THE PROBLEM - CONFLICT OF INTERESTS. 
HE LIKED THIS ROLE A LOT AND PUSHED TO CLOSE 
DEALS, ACCEPTING CONDITIONS WHICH DO NOT 
REPRESENT REVENUE. IT APPEARS THAT HIS ZEAL 
FOR CLOSING DEALS EXCEEDED HIS DESIRE TO 
REPORT PROPERLY. | 


* THIRD QUARTER STATEMENTS ОЕ 1993 WERE DE 
LAYED BECAUSE OF "REVENUE RECOGNITION QUES- 
TIONS" AND THE SHARES LOST A THIRD OF THEIR 
VALUE, EVENTUALLY DROPPING TO $2 PER SHARE 
AND THEN COLLAPSING TO LESS THAN TEN CENTS. 
COMPUTER MANUFACTURING AND SALES WERE ENDED 
IN SEPTEMBER, 1994. 


CONTROLS - CLOSE REVIEW OF THIS AREA, BY 
MANAGEMENT OR THE INTERNAL AUDI- 
TORS; TESTING OF SALES CUT-OFF 
PROCEDURES DURING THE LAST MONTH 
OF THE YEAR AND THE FIRST FEW 
WEEKS OF THE FOLLOWING YEAR; 
EXAMINATION OF UNUSUAL 
TRANSACTIONS IN THE REVENUE 
ACCOUNTS. 


AND IN A CASE LIKE KENDALL SQUARE, 
WHERE THE CEO AND THE CFO ARE IN- 
VOLVED? THE ANSWER, IF THERE IS 
ONE, MUST LAY AT THE BOARD OF DIREC- 
TORS LEVEL. BUT, THIS IS AN EXCEL- 
LENT EXAMPLE OF THE KIND OF ACTIVITY 
(WAS IT FRAUDULENT?) THAT NO SYSTEM 
OF INTERNAL CONTROL WILL DETECT AND 
WILL CONTINUE UNTIL GOOD LUCK INTER- 
VENES. IT IS IMPORTANT TO RECOGNIZE 
THAT THERE ARE LIMITATIONS REGARDING 
INTERNAL CONTROL. 


MISCHIEF ІМ THIS AREA HAS INCLUDED : 


(1) RECORDING PHONY REVENUES SUCH AS REFUNDS 
FROM VENDORS UPON RETURN OF GOODS, FALSI- 
FYING ESTIMATES OF SALES RETURNS AND 
ALLOWANCES, RECORDING REVENUE ON.A SIMPLE 
EXCHANGE OF PROPERTIES 


(2) PREMATURE RECORDING OF REVENUE - BILLING 
BEFORE THE GOODS ARE DELIVERED, OR RECORD- 
ING THE REVENUE IN THE PRESENCE OF UNCER- 
TAINTIES OF COMPLETION OF THE CONTRACT, OR 
COLLECTIONS FROM THE CUSTOMER 


(3) HEAVY BILLINGS AT YEAR-END, ONLY TO BE 
REVERSED EARLY IN THE FOLLOWING YEAR. 
А RECENT CASE AS REPORTED IN THE WALL STREET JOUR- . 
NAL - KENDALL SQUARE RESEARCH CORP., A MANUFACTURER 
OF SUPERCOMPUTERS. 


VALUE PLUNGED FROM ABOUT $25 PER SHARE TO A 
FEW CENTS IN ABOUT 14 MONTHS. 


A PRINCIPAL PROBLEM - REVENUE RECOGNITION: 


* SALE RECOGNIZED EVEN THOUGH A SIDE 
LETTER PERMITTED THE COMPANY TO RETURN 
IT ANYTIME. NO ALLOWANCE FOR RETURNS. 


* EXCESSIVELY GENEROUS TERMS TO CUSTOM 
ERS, SOME OF WHOM SIMPLY DID NOT PAY. 
BOARD OF DIRECTORS ASTOUNDED.. | 


* COMPUTER SHIPPED, BILLED AND RECORDED 
EVEN THOUGH CUSTOMER HAD MADE CLEAR 
THEY NEEDED TO OBTAIN A GRANT TO PAY 
FOR IT - $1.5 MILLION. THESE ARE NOT 
DESK TOP PC'S. l 


* SALE RECORDED FOR $1 MILLION ALTHOUGH 
KENDALL PAID THE UNIVERSITY WHICH 
BOUGHT IT $420,000, AS AN APPARENT IN- 
DUCEMENT, AS A GRANT. 


* CONVERTED THE LOAN OF A COMPUTER INTO A 
SALE. SALE WAS FOR $450,000 BUT KENDALL 
AGREED TO RENT THE COMPUTER FOR HALF OF 
ITS TIME AND TO PAY THE PURCHASER EX- 
ACTLY $450,000 FOR THE RENTAL TIME. NOT 
A SALE. 
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ANOTHER SOMEWHAT SIMILAR CASE 
INTELLIGENT ELECTRONICS 


SALES - TWO BILLION DOLLARS 


PRINCIPAL BUSINESS: 


WHOLESALE DISTRIBUTION OF COMPUTERS 


PRINCIPAL ISSUE: 


CHARGING ITS VENDORS SUBSTANTIALLY EXCESS AMOUNTS FOR 
ADVERTISING AND RECORDING THOSE AMOUNTS AS SALES. 


19.3 MILLION ESTIMATE FOR 1991; ABOUT ONE-HALF OF 
OPERATING INCOME 


‘Missing the Boat 
Yachtsman Bill Koch 

| Lost His Golden Touch 
With Kendall Square 


Venture in Supercomputers 
‚ Ran Aground on Practice 








Of Inflating Revenue 





Making ‘Gong-Show Deals 





Bv WILLIAM M. BULKELEY 


ға)! Reporter of THE WALL STREET JOURNAL ` 


ln а Ше graced by wealth and good 
luck, William Koch has been many 
things — oi] man, yachtsman, philanthro- 
ріс! and collector of rarities, from precious 
coins to fine wines. ! 

At nearly everything he has tried he 
has succeeded, parlaying family wealth 
into a personal fortune of more than $600 
million. Perhaps his most audacious feat 
came in 1992, when, aS an upstart Sailor 
rated by Las Vegas as a 100-10-1 shot, h 
won the America's Cup. | 

| But at Kendall Square Research Corp., 
Mr. Koch's winning ways have ended. As 
Ше. Waltham, 
Mass.. company's 
main bankrolier, he 
dreamed of building 
a high-tech colossus 
based on innovative 
supercomputers. 
This year, taking 
over as Kendall 
Square's chief exec- 
utive, Mr. Koch 
tried to extricate 
the company from 6% 2, 
ап accounting mess а ERE 

| that had inflated re- William Koch 

. portec revenue. But —M € 
it was too late, and last month he laid off all 
but 2 skeleton crew and shut down com- 
puter-making operations. 

Kendall Square has been dogged bv an 
accounting scandal, which resulted in 2 
Securities and Exchange Commission in- 
vestigation and at least a dozen share- 
holder suits accusing management of mak- 

. ing misleading statements. Mr. Koch has 
| already been involved in one expensive 
settlement, in which he had to invest 
another $25 million in the company, atop 
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the $40 million he had previously put in. - 


Kendall Square, valued at $360 million by 
the stock market only 14 months ago when 
its shares sold for over 55 apiece, now 
ео ос of locc than five cents a share. 
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‚ oeüuced or Overreached? 
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How could а man who had once suc- 
ceeded so conspicuousty stumble so badly? 
Mr. Koch contends he was, in essence, 
seduced by Henry Burkhardt ІП, а com- 


puter whi who founded Kendall Square. 
- and who was ousted as chief executive last 


December after auditors uncovered a pat- 
tern of booking questionable revenue. “We 
got sucked in because of Henry's bri- 


liance, Henry's vision and the desire to . 


make а lot of money in a short amount of 
time,” Mr. Koch says. 
But Mr. Burkhardt savs Mr. Koch knew 


. What he was doing as an investor. “ВШ 
Saw the big changes in the industry and 


saw an opportunity to create an interesting 
business," Mr. Burkhardt asserts. He and 
some other current апо former Kendall 
Square emplovees contend Mr. Koch over- 
reached — that he assumed his business 
Skills could apply to high technology. 
They also say Mr. Koch spread himself 
too thin: Even while trying to fix Kendall 
Square this year, Mr. Koch has been 


managing his Oxbow Group, г. $500 million - 


energy and trading firm in West Palm 
Beach, На. He also has been fighting over 


foreign claims to his coin collection; start- 
Ing ап all-woman team to vie in the next 


America's Cup qualifving races; battling 
Massachusetts over taxes; and heading 
the Koch Crime Commission, a Kansas 
crime-fighting initiative. 
| Мт. Burkhardt says: “ВШ made a big 
mistake by thinking he could run the 
business by bringing in a few of the 
Slogans he'd used to win a sailboat race. 
It's a very complex business." 
Mr. Koch (pronounced “соке”), who is 
94 vears old, followed his brothers to 
Massachusetts Institute of Technology, 
where he studied chemistry. He later 
Joined them at Koch Industries in Wichita, 
Kan., а privately held energy company 
Started by his father. After launching and 
losing a proxy fight for control in 1980. he 
was fired. A bitter court fight still con- 
ünues over how much Mr. Koch is entitled 
to for the 21% stake he heid, even though 
his brothers in 1983 bought out his interest 


. for $470 million. 


Mr. Koch used that money to start 
Oxbow, and then began to dabble in ven- 
ture capital. He had met Mr. Burkhardt, 
now 43, а co-founder of Data General Corp. 


| in Westboro, Mass. “I was restructuring 


my Ше," recalls Mr. Koch, who says he 
was charmed by Мг. Burkhardt's bril- 
liance. “We became very good buddies." 
In 1986, he backed Mr. Burkhardt's 
effort to start а company 10 create a new 


| Kind of supercomputer that would use 


many small processors working together. 
А few others were already making these 
“massively parallel processing" com- 
puters, but they were hard to program. Mr. 
Burkhardt had a design called "shared 


| memory” that he said could make them as 


easy to program as 2 mainframe. 

Mr. Koch claims Mr- Burkhardt pre- 
dicted г product in two уезге and “had a 
goal of a 51 billion company in five or six 
years." Mr. Burkhardt replies that while 
he thought it was possible to build 2 $1 


| billion company, "there wasn't any time- 


table." 
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Missing the Boat: Bill Koch Lost- 
His Touch With Ken 





Continued From First Page 
funds from experienced venture capital- 
ists. One who came aboard was Arthur J. 
Marks of New Enterprise Associates in 
Baltimore. "It was a wonderful idea," says 
_ Mr. Marks, who became a director. “They 
had a real good idea of how to solve the 
programming nightmare of massively par- 
elle! computers. They were the first." 

In 1991, Kendall Square finally shipped 
its first computer. The buzz in the super- 
computer business was that the brash 
newcomer had something special. In 
March 1992, still with no earnings, Kendall 
Square raised $40 million in an initial 
public offering. | 
^ Business surged. Users said Kendall's 
KSR1 was simpler to use and crashed less 
than similar supercomputers. But Mr. 
Koch says the board was frustrated as 
early as 1992 by Mr. Burkhardt's refusal to 
provide cash-flow analyses or detailed 
marketing plans. Mr. Burkhardt intimi- 
dated them, Mr. Koch and some other 
directors claim. 

Riding the Fat Pig 

Louis Cabot, former chairman of the 
Brookings Institution, who recently re- 
signed as a Kendall director, Says, *Burk- 
hardt didn't really want anyone looking 
glosely over his shoulder. When Bill got 
people like me on the board, we also were 
asking tough questions. Burkhardt didn't 


always answer as fully as it turns out he | 


should have." 

As business improved and the stock 
rose, directors swallowed their misgiv- 
ings. "We were riding the fat pig," Says 
Mr. Koch. Kendall sold $43 million more in 
stock in April 1993, at $16 a share. But short 
sellers started betting against the stock 
because of its widening receivables—often 
a sign that customers aren't paying. 

Mr. Koch says that Mr. Burkhardt 
insisted that the company's auditors, Price 
Waternouse & Co., stay out of the building 
7131 just before the end of each quarter— 
gstensibly because they might interfere 
with crucial deal closings—and then would 
»ush them to work round the clock to bless. , 
the financials. Mr. Burkhardt replies that. 
auditors worked on a schedule and never 
complained of their access to informa- 
tion. 


Price Waterhouse auditor discovered а 
-side-letter about a sale {оа Greek company. | 
that indicated the customer could return 
the computer at any time. That proviso led 
the auditors to reject the sale and start 
looking for “more snakes in the woodpile," 
Mr. Koch says. When they gave directors 
details of some other deals, the board was 
astounded. One insider says people re- 
ierred to them as “Gong-show deals." 
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But last year, Mr. Koch says that a new | 


dall Square 


Generous Terms 


Mr. Koch says that unknown to him, 


. Kendall Square, starting in late 1992, made 


astonishingly generous. arrangements 


i with customers, some of whom never paid. 


=. 


When William Goddard, а chemist at Cali- 


fornia Institute of Technology, was pleased 


with his first supercomputer, Kendall ; 


asked him if he would-buy another; Dr. 
Goddard Says he replied that-he would 
Же ШУ for a grant to afford it But,” 
_ везауз, Kendall Square shipped it immedi- 
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ately in March 1993. The grant still hasn't . 
ceme--through,-Dr.: Goddanésays. But“) 
Kendall booked a $1.4 million sale. 

In 1992, according to company docu- 
ments, Kendall Square received $1 million 
{ог a computer sold to the University of 
Houston and booked it all 25 revenue 
without. subtractig the $420,000 10. 


.. Sterants" it promised to рау thé schoot: - · 
Eu. In another сазе,. internal documents 


ж 
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show, Kendall converted the loan of а 
“computer to the University of Manchester 
“nthe -U-K..to a sale at.the.end of 1992. : 
Letters between Kendall salespeople and | 
the university show that the university | 
to acquire the.comapiter athe епа 
of 1992 for about $450,000 payable the next 





. year, with the proviso that it would rent 
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back to Kendall Square half the tire on the 

rice. “that will. exactly 
effact, Kendall Square gave the university 
the computer and called it a sale. 


Mr. Burkhardt “was paying customers 
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- to give us sales aiid not disclosing it,” Мг. 
©. Koch asserts. “Му-регвопа! opinion is that 


some of this activity was basically fraudu- 
lent." _ 
^ Mr. Marks of New Enterprise Says, 
"There were itely- problems with 
T ent revealing the information 
the board wanted.” William H. Congleton, 
another venture capitalist and director, 
tells of Mr. Burkhardt's avoiding direct 
questions from directors: "Henry dances 
around; he's very persuasive." 

Mr. Burkhardt says he produced the 
reports directors wanted and says the 
notion that he wouldn't answer their ques- 
tions is "ridiculous." He denies knowing 
about questionable accounting practices. 
He says that he made many decisions 
“that in retrospect were wrong" because 
һе believed the.sales were valid. “AS soon 
as I found out what was wrong, I immedi- 
ately made the directors aware," he Says, 
adding that he lost 51.5 million himself in 

Kendall. He says he is sorry Mr. Koch 
“feels I intentionally misled him. I'm not 
surprised he's bitter." 

Mr. Burkhardt says that if the company 
hadn't fired him last December, he could 
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have rebuilt its reputation. “If Га been | 


there, the outcome would have been differ- 
ont There's no wav to argue that point, 
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4 Role 
, the auditors’ questions piled up, the 
d turned to Chief Financial Officer 
4 Wassmann Ш with questions of its 
m. Mr. Wassmann served a dual role. 
rhich directors now say wes-a comftict of 
interest: He had to approve the terms of 
Kendall's sales, and he also was the desig- 
nated “closer,” taking over from the-sales- 
person to clinch sales. "Karl was а Very 
effective deal maker. He enjoyed doing 
that." says James В. Rothnie, executive 
vice president, development. “It's very 
clear in retrospect that the guy who has 
responsibility to keep score shouldn't be a 
deal maker." Mr. Wassmann didn't return , 
ealls seeking comment. (К 
At the end of October 1993, Kendall said ' 
и was delaying its third-quarter financial 


report because of revenue-recognition | 
tions. The shares lost a third of their 
value, falling to just over $16. A few days : 
later, a shareholder suit wes Gledkciting 
SEC cendi onis p es Brun e 
cowering than $1 million o 
' stock in кы mostly at around $20 a | 
share. | 

Later suits also mentioned stock sales 
by Mr. Wassmann and Peter Appteton 
Jones. Kendall's top sales executive. When 
Price Waterhouse removed its certification 
from the 1992 results, which had been cited 
in the second stock offering, more share- 
holder suits were filed. The stock sales by 
insiders also set the SEC investigation 10 
motion. 

The directors eventually forced Messrs. 
Wassmann and Jones to resign, before 
dismissing Mr. Burkhardt. Mr. Koch says 
he made the shareholder suits the first 
priority after he took over as CEO. The 
company needed funds, but Mr. Koch says 
he and other investors wouldnt pour in 
money only to watch it go for legal ех- 
penses. The company's increasingly public 
problems fed the reluctance of customers, 
who already were questioning Kendall's 
long-term viability. Mr. Koch, with his 
deep pockets, was a highly visible targel 
for lawsuits. 

Struggling On 

Mr. Koch says he could have settled the 
shareholder suits for 510 million and liqui 
dated the company in January. But he says 
he felt à responsibility to customers and 
shareholders, including his family and 
crew members on his winning America's 
Cup team, to whom һе had given stock. 
Moreover. some customers raved about the 

‚ KSRUs capabilities. 

Mr. Koch reassured existing customers 
and sought payments for shipped com- 
puters. He personally collected $3 million 
from Canon Inc.. Kendall's Japanese dis- 


tributor, after a quick trip to Tokyo. But . 


other customers drifted away, and when 

auditors were finished, they halved the 
. 1992 revenue and said 1393 revenue was 
; only $18.1 million—far from the $60 million 
' once forecast by Mr. Burkhardt. 
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In March, Mr. Koch reached a tentative 
agreement with shareholders under which 
they would take about $5 million in cash 
and considerable stuck and warrants оп 
the condition that he would inject $25 
million into the company. He provided а 
loan, but the litigation talks dragged on. 
Mr. Marks says the raft of troubles made Ц 
nearlv impossible to recruit ап experi- 
enced high-tech CEQ. 

Still, by late summer, things were look- 
ing up. Lawrence Reeder, a venture Capi- 
talist and board member, agreed to be- 
come СЕО. Kendall announced two com- 

` puter sales. Philip Morris Cos.. whose 
executives Mr. Koch treated to a yacht 
race off Newport. R.L. decided to buy a 
machine to run the company’s vast data- 
base of smokers, he says. 
Brownian Motion 


But experts hired һү the directors con: 
cided the companz's newly announced 
second computer, the Кука. was too slow 
and inherently unreliable. Steve Frank. 
Kendall's vice president far architecture. 
says that after Mr. Koch decided to try to 
revive the company in January. "no one 
felt a sense of responsibility or urgency. 
There was a lot of Brownian lIrandom| 
motion. Nobody wanted to tell the boss the 
bad news." 

Mr. Koch discovered that developing a | 
third computer would take at least two 
vears and $30 million, and by then rivals 
would be ahead. Kendall tried to find a 
partner thal would inject cash to license 
the technology. Individuals close to Ken- 
dall say Compaq Computer Corp. was 
interested, but it hasn't acted so far. 
Compaq won't comment. 

On Sept. 16, Mr. Koch provided the 525 

| million һе had promised under the suits, 
settling them. A week later. he ended 
computer manufacturing and sales and 
laid off all but 50 of the company's 170 
wgrkers. The stock collapsed from over $2 
a'share to less than 10 cents on the Nasdaq 
Stock Market. Glenn DeValerio, an attor- 
ney for the suing shareholders, says he 
was surprised by the decision to end 
computer sales, but he believes Mr. Koch 
acted in good faith. 

l Mr. Koch says he still hopes Kendall 

| can create a business licensing technol- 
ogy. although he concedes there aren't апу 
immediate prospects. 

Once supremely confident, Mr. Koch 
now says he is chastened. Last year, when 
Kendall Square was still booming, Mr. 

3 Koch startled Hollywood by declaring an 
| interest in buying troubled Metro-Gold- 
wvn-Mayer Inc. from Credit Lyonnais SA. 
| Today he says, “TIl put that under wishful 
thinking. Its an industry 1 don't know 
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is > Ла fiscal 1991 alone, Intelligent Elec- 
"1. tronics had received from its vendors $32.4 
> million to pay for various marketing activi- 
ties but had spent only one-third as much. 
on such programs, according 10 internal 
financial reports prepared by IE's reseller . 
ч division and obtained by The Wall Street 
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Marketing Profits Continue 
In September 1993, Mr. Shannon, who 
was responsible for securities compliance 
and also reviewed IE's contracts with 
vendors, was fired. Mr. Shannon later filed 
а wrongíul-discharge suit, which was 
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Made Much of Its Profit 2: 
At Suppliers’ Expense: ^ 





Big Computer Reseller Billed 
Apple, H-P Above Cost 


For Marketing Programs - 


SEC Inquiry, Employee Suits 





By КАЛ) NARISETTI 
Staff Reporter of THe WALL STREET JOURNAL 


Top executives at Intelligent Elec- .-..- 


tronics Inc., the nation's largest computery: 


т“ 


= 


reseller, trekked to a Colorado mountaià- ` -` 
resort two years ago for what they calleda — 


"iree-hugging retreat. n $ 

Mark R. Briggs had 
promoted to president of the firm's main 
unit, the Denver-based reseller network 
| division, and wanted to bond with his 
, team. The participants were relaxed and. 

upbeat—and it was no wonder: · 

Their company, headquartered in Ex- 
ton, Pa., was a classic entrepreneurial 
success story. Founded just 10 years ear- 
lier, it had already vaulted to a powerful 
position in the industry, with annual reve- ' 
| nue approaching $2 billion. Its main busi- 
ness, buying computers at wholesale from 
all major manufacturers and reselling 
them to retailers, was booming and ils 
stock was hot. T 827402 1 
| Seated around small conference tables 

at the Hilton resort, the nine executives 

were engaged in a lively discussion, map- 
ping new strategies. Then in-house counsel 
Daniel Shannon, who had been with the 
company barely a year after a stint with 
the Securities and Exchange Commission, . 
| raised a question about the company's 
“market-development funds." Conversa-. 
tion stopped abruptly. 
| Thick Padding 

Mr. Shannon was-referring to the com- 
pany's practice of laying out money to 
market the computers it purchased and 
then billing the manufacturer for these: 
expenses. The problem, Mr. Shannon 
chided, was that Intelligent Electronics : 
was charging vendors far more than it was 
spending on advertising, brochures, mail- . 
ings and the like. This, he warned, was ће ` 
equivalent of padding an expense account. 
And the padding appeared to be growing - 
dangerous]v thick. igi 





recently been . 


mma ч- 


Journal. That left IE with a windfall of : 
$19.3 million, an amount equal to half of the 
company's operating income of $38.5 mil- - 
lion that year. н> 

It appeared that key suppliers, among ' 
them Apple Computer Inc., International 
Business Machines Corp. and Hewlett-7 
Packard Co., didn't know that they were 
paying a big premium for marketing. Nor. 
did most investors have any idea that, in. 
an industry with razor-thin profit margins». 
Intelligent Electronics was making its own. 
bottom line considerably firmer by profit-: 
ing in this way. 

Mr. Shannon's questions about the le- 
gitimacy of the reimbursement system 
immediately dominated discussions at the 
April 1992 retreat, transforming the confer- 
ence room into а miniconfessional, ac-- 
cording to two executives who were there. 


Abrupt Resignation 

One former high-level operations exec: - 
utive recalls saying at the meeting that the 
above-cost billing was “‘like drugs” — 8 
habit that, once started, was addictive. 
This executive also remembers Mr. Shan- 
non terming the practice ““а cancer within 
the company.” 

“Very clearly there was a level of 


| discomfort among all the officers that this 


was at the very least unethical and at worst 
illegal," recalls another executive who was 
there. 

The  participants' concerns were 
heightened as a result of the abrupt resig- 
nation a few weeks earlier of Garland 


| Asher, the company's chief financial offi- - 


cer, who had been on the job only two 
months. Mr. Asher had refused to sign 
financial statements, and individuals fa- 
miliar with his resignation say the com- 
pany's marketing profits were among his 
concerns. 

After much apparent soul-searching, 
the executives at the Breckenridge meet- 
ing agreed to end the practice, participants 
say. Nonetheless, company financial гес- 
ords show, the excess billing continued. 
And soon the sharpest critic of such billing 
was gone. 


promptly sealed at IE's request. Through 
his attorney, Mr. Shannon declined to 
comment on his suit, citing a gag Order 


that was part of the Denver court ruling 


sealing the case. 


The year Mr. Shannon was fired, the. 


company's profits from marketing charges 
continued to be reflected in internal finan- 
cial records of the reseller division. These 
indicate that from February 1992 to July 
1993, there was a surplus of $20.3 million 
from marketing — more than half of IE's 
operating profits for the period. 
Intelligent Electronics initially said it 
would review the internal documents ob- 
tained by the Journal and speak with à 
reporter. The company later canceled the 
Please Turn to Page AI7, Column I 
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v Continued From First Page. : 
interview and, despite repeated requests, 
didn't respond to written questions, citing 
Mr. Shannon's pending wrongful-dis- 
charge suit and other litigation. | 
In & letter declining to answer ques- 
tions, a spokeswoman suggested that if & 
reporter interviewed three executives at 
major suppliers, he would understand that 
"Intelligent Electronics has done nothing 
improper." The spokeswoman added, 
"Any article suggesting otherwise would 
certainly be misleading and deceptive to 
our shareholders." But when contacted, 
the three individuals recommended by IE 


all declined to be interviewed about the 


company's practices. 

Seven current and former IE executives 
provided information for this article. 
though they said they feared repercus- 
sions. So great is IE's clout in the industry 
that this year Computer Reseller News; а 
trade magazine, ranked IE Chief Executive 
Richard Sanford as more influential than 
IBM CEO Louis Gerstner and Apple CEO 


. Michael Spindler. 


. Allegations of wrongdoing haven't 
escaped the notice of the SEC, according to 
individuals familiar with the company. 
These individuals say the agency has 
launched an informal inquiry into some of 


IE's business practices, including those | 


involving marketing. At least one former 
executive has been deposed by James 
Mann, a senior counsel at the SEC. Mr. 
Mann declined to comment. 
. Key questions raised by the company's 
practices are whether the big computer 
manufacturers know they are being 
charged extra for marketing, and whether 
they care. While turning a profit on mar- 
keting services resembles some law firms’ 
practice of marking up the cost of photo- 
copying for clients — and in itself doesn't 
violate any law — misleading customers 
about the actual cost of services could 
constitute fraud. 
Disclosure Question 
. "Fraud, by definition, is intentional 
deceit, where money is supposed to be 
spent for one thing and it isn't," says W. 
Steve Albrecht, director of the manage- 
ment school at Brigham Young University. 
Mr. Albrecht, co-author of a recent book on 
business fraud, adds that even if a com- 
pany hasn't lied to vendors about its use of 


reimbursement funds, it may have а duty 
to disclose to shareholders the sizable 
profit it is turning on these payments. 
Speaking hypothetically and not about 
IE in particular, he says a company that is 


profiting from reimbursements should tell | 


shareholders "that we got these market- 
development funds, and they amounted to 


50% of income." Otherwise, he adds, “im | 


vestors can't make rational decisions." In 
IE's notes to its consolidated financial 
statements, it reveals only that marketing 
money received from suppliers is ac 
counted for as revenue or used to reduce 
costs; there is no disclosure that such 
revenue from vendors exceeds what IE is 
actually spending on marketing. 

The SEC is expected to try to determine 
what, precisely, IE has been communicat- 
ing to its vendors. Four present or former 
IE executives claim that falsified invoices 


were sometimes sent to manufacturers to | 


make it appear that the company had spent 
the full amountit was charging for market- 
ing services. 

Vendors declined {о comment about 
invoices they had received from IE. But 
three of IE's biggest suppliers said they 
operate under the assumption that all the 
money they are providing for marketing is 
actually being used for the intended pur- 
pose. | ” 

Relying on Trust 

H-P, which has a separate consulting 
firm review its bills before it pays them, 
said that it typically reimburses Intelligent 
Electronics “based on claim forms that 
have documentation attached” such as 
“invoices or tear sheets or other paper- 
work." But internal IE records for the 
second quarter of 1993 alone show market- 
ing-related payments from H-P to Intelli- 
gent Electronics of $657,758 and actual 
expenses of only $307,314. The report 
shows ТЕ keeping a surplus of $350,444, or 
53% of the marketing money received from 
the Palo Alto-based computer maker for 
that quarter. | 

Robert Sutis, ап in-house counsel for 


| H-P, said, "We expect a certain amount of 


honesty from resellers. Up to this point we 
have always relied on trust. We have not 
gone back and done any checks.” Nonethe- 
less, a company spokeswoman said H-P 
recently requested a review of marketing 
programs shortly after one of its execu- 


by Charging Suppliers Above Its Cost for Marketing | 


tives Was deposed in the lawsuit involving * 


Intelligent Electronics and Mr. Shannon. 

H-P played down the significance of the 

Lii calling it "standard operating pro- 
ure." - 


At IBM, a spokesman said the company | 


doesn’t require receipts from Intelligent 


Electronics documenting the money it | 


spends on marketing. But spokesman Rob 


| Wilson said IBM, based in Armonk, N.Y., 
did conduct a “major audit" of its re- | 


sellers, including Intelligent-Electronics, 
in January, and "it did not reveal any 
problems." The audit, though, didn't in- 
clude a review of IE's spending on market- 
ing programs. IE's records show that in the 


| second quarter of 1993, the firm received ! 
about $1.5 million from ІВМ for marketing - 


programs but spent only $945,419. The 


remainder was listed in the internal report . 


as profit. 


Likewise, from February 1992 to July | 


1993, the documents show that Intelligent 
Electronics received from Apple about $2.7 
million for marketing, of which only $1.2 


| million was recorded as an expense. The | 


remainder was again reported internally 


| as profit. Paul Thomas, an Apple market- 


ing executive said Apple, based in Cuper- 
tino, Calif., allows “по scope for profit- 
making on any Apple [marketing] pro- 
grams." He added that, in general, “ай 
payments are reimbursements.” After re- 
viewing copies of Intelligent Electronics's 
internal documents listing profits from 


| various Applerelated marketing pro- 


grams, an Apple spokeswoman declined to 
comment further. | 
Competitors’ Practices 

Industry analysts say they believe that 
resellers generally charge as much as 10% 
to 15% above cost for marketing services 
but don’t pocket anywhere near half the 
amount they charge manufacturers. Mi- 
croAge Inc., a major competitor based in 


Tempe, Ariz., declined to talk about any _ 


profit made on marketing programs. But to 
the extent that the company charges more 
than it spends, it does so to offset the costs 
of running its marketing operations, said 


Curtis J. Scheel, a vice president. He added | 


that if vendors discovered that marketing 
money was going to the bottom line, “they 
might stop funding." 

Speaking of the industry as a whole, Bill 
Fairfield, chief executive officer of 


|| 
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Omaha, Neb., reseller InaCom Corp., said 
that five years ago, "there is no question 
some soft-dollar monies found thelr way to 
the bottom line." But, he added, “We are 
talking about 10% of those funds or less. My 


| observation is that now, by and large, the 


funds get passed оп” to advertisers and 
dealers. 

It is unclear when Intelligent Elec- 
tronics began making substantial profits 
from its marketing services. Though 
founded by Mr. Sanford' in 1982, the firm 


didn't assume anything approaching its | 


current shape until 1989, when it pur- 
chased Connecting Point of America Inc., & 
privately held company with 245 retail 
computer stores. Almost immediately, IE 
reported a sharp jump in sales and profits. 
Sales doubled in 1990 to $1.5 billion, while 
earnings tripled to $29 million. 

The purchase was & watershed event 
for another reason. With Connecting Point 
came James M. Ciccarelli, its aggressive 
and flamboyant president, who had been 
credited there with landing a fat contract 
to sell Apple products and starting major 


- advertising programs for the products the 


firm's stores were carrying. 
Rising Fast | 
Mr. Ciccarelli brought with him Con- 


 necting Point's Denver-based advertising 


agency, Miles Advertising Inc., which now 
handles much of IE's marketing work for 
vendors. Miles didn't respond to written 
questions or phone calls seeking comment 
for this article. 

Mr. Ciccarelli rose quickly at IE, head- 
ing the reseller division starting in 1990, 
becoming group president in 1991 and 
joining the board in 1992. He is listed in his 
company biography and in press reports as 
a 1974 graduate in sociology from Stockton 
College, but student-records officials at the 
Pomona, N.J., school say he attended for 
just three semesters and didn't graduate. 

The only hint of trouble within the 
company came in 1992, with the sudden 


resignation of Mr. Asher, the chief finan- 


cial officer. Although he didn't say so 
publicly, Mr. Asher's concerns included 


‘the company’s marketing reimburse- 


ments, according to people familiar with 
the situation. At the time, Mr. Sanford 
confirmed in an interview with the Journal 
that Mr. Asher considered the company’s 
accounting practices “too aggressive." 
However, Mr. Sanford brushed off addi- 
tional questions, maintaining that the 
company adhered to generally accepted 
accounting principles. 

Even though Intelligent Electronics's 
stock, which is traded on the Nasdaq stock 





| market, plunged 34% in the month follow- 
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US. Judge Kills ( 
Alleging Price Fix 


Continued From Раде A3 

time as yet. ` 

The judge said the Justice Depart- 
ment failed to establish a crucial link 
in its case that Philippe Liotier, who 
was an executive at Diamant Boart SA in 
Brussels, was acting as an agent of De 
Beers during meetings with GE execu 
tive Peter Frenz when prices of industrial 


ing Мг. Asher’s departure, analysts com 
cluded after discussions with management 
that Mr. Asher was simply a bad fit, having 
come from a large company without IE's 
lean entrepreneurial culture. 

By early this year, Intelligent Elec- 
tronics’s network of 2,000 computer re- 
tailers was among the largest in the coun- 
try; annual sales had mushroomed to $2.6 


| billion, an industry high. The stock, at $28 


a share, was near its all-time high. “We 
lead the industry as the lowest-cost pro- 
vider," Mr. Sanford told shareholders in 
the 1994 annual report. “Ош capabilities 
are limitless, as evidenced by our past 
accomplishments.” 

The stock faltered badly as the year 
progressed, as a result of sharper competi- 
tion within the industry. On Friday, 
though, IE's shares rose 13%, to $13.25, 
following an announcement by the com- 
pany that its board authorized a common 
stock buyback program for up to 20% of the 
33.1 million shares outstanding. 

But the company must grapple now | 
with the allegations that at least two of its 
former executives are making in lawsuits 
or to the SEC. Shareholder suits filed in 
1992, now consolidated in federal court in 
Philadelphia, also question other of the 
company's accounting practices. IE has 
denied any liability in these suits. 

One former high-level executive says 
that when he worked at IE he talked to Mr. | 
Sanford "about & number of accounting 
irregularities, including market-develop- 

ment funds." But, the former executive 
recalls, Mr. Sanford told him it would take 
several years to “unwind” any questioned 
practices. 

If IE tries to move any faster, the 
executive remembers Mr. Sanford saying. 
"the company will be in turmoil." Mr. 
Sanford declined to comment on any such 
conversation. 
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THE CASH FLOW STATEMENT 


l. REVENUE AND EXPENSES (INCOME STATEMENT) DIFFER IN TIMING 
WITH CASH FLOWS. REASONS: 


© Revenue and expenses аге recorded on the accrual basis 
О Cash flows when it flows 


о Cash flows also involve areas other than operations (revenues and 
expenses), specifically: 


© Investing (plant and equipment, investments) 


© Financings (capital stock, borrowings) 


И. USE OF THIS INFORMATION 
e Liquidity 
© The relations among cash flows from the three areas (where is the 


cash coming from and, what is it being spent for?) 


PURPOSE OF THE STATEMENTS: 


© To report the changes in cash and cash equivalents during the 
accounting period. 


COMPONENTS OF THE STATEMENT: 


© Cash from operations 
@ Investing cash 
© Financing cash 


TIME OF PREPARATION: 


© After the balance sheet and income statement һауе been 
completed, preparing it by reference to those statements. 


ы 
(> 
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PREPARATION PROCESS: 


1) 


2) 


3) 


4) 


5) 


6) 


7) 


8) 


Prepare а "Master T Account" for use as а worksheet for its 
preparation. The "Master T Account' is a large "T" account divided 
into three sections, (1) cash from operations, (2) investing cash and 
(3) financing cash. 


Start the preparation process by entering the cash balance at the 
beginning of the period at the top, and the cash balance at the end 
of the period at the bottom. 


Enter net income in the upper left (the debit side) of the cash from 
operations section. 


Enter depreciation expense as an addition to net income, that is, as 
the second item on the debit side of the cash from operations 
section. 


Resolve all issues contained in the information provided by the 
conditions. 


Review all balance sheet accounts to determine how any changes in 
the balance of all of the accounts effect cash flows. 


Process into the "Master T Account" all items resulting from 
changes in the balance sheet accounts. 


Summarize each section of the cash flow statement and prove the 
change in the balance of cash as shown on this statement (item 2, 
above) and on the comparative balance sheets. 


ПІ. 


CASH AND ACCOUNTS RECEIVABLE 


LIQUIDITY 


1) Essential; what it means: having enough cash or assets readily 
convertible into cash to meet obligations 


2) When it doesn’t exist 
© Inability to meet obligations 
© Вапкгирїсу 
CASH AND CASH EQUIVALENTS 
1) What's included, and what isn’t: Cash, of course, plus - 
© Assets readily convertible to known amounts of cash 
so close to maturity as to represent an insignificant risk of 
changes in value because of changes in interest rates; 
generally only financial instruments with original maturity of 
three months or less. 
ACCOUNTS RECEIVABLE 
1) initial valuation - the amount billed the customer | 
2) Subsequent valuation: The billed amount less: 
© Allowance for bad debts 
© Allowance for sales discounts 
С Allowance for returns and allowances 
3) Allowance for uncollectible accounts 
© Direct write-off (not acceptable) 


о Allowance method 


© Percentage of sales method 
© Aging of receivables .- 


NJ 
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CASH AND ACCOUNTS RECEIVABLE 
LIQUIDITY 


1) Essential; what it means: having enough cash or assets readily 
convertible into cash to meet obligations | 


2) When it doesn't exist 
© Inability to meet obligations 
© Bankrupicy 
CASH AND CASH EQUIVALENTS 
1) What’s included, and what isn’t: Cash, of course, plus - 
о Assets — convertible to known amounts of cash 
so close to maturity as to represent an insignificant risk of 
changes in value because of changes in interest rates; 
generally only financial instruments with original maturity of 
three months or less. | 
ACCOUNTS RECEIVABLE 
1) Initial valuation - the amount billed the customer 
2) Subsequent valuation: The billed amount less: 
© Allowance for bad debts 
© Allowance for sales discounts 
© Allowance for returns and allowances 
3) Allowance for uncollectible accounts 
® Direct write-off (not acceptable) 


© Allowance method 


© Percentage of sales method 
© Aging of receivables 


Vi. 


4) 


5) 


6) 


Sales discounts - alternative methods: 

© Allowance method - estimate based оп sales and experience 
© Recognize when taken by the customer 

Sales returns and allowances - alternative methods: 

© Allowance method - estimate based on sales and experience 


© Record in period of the return or allowance given (more 
common method) 


Statement classification 


© Reduction of sales or as "expenses" for bad debts 


TURNING RECEIVABLES INTO CASH 


4) 


Assign to support a loan. Remain on balance sheet but proceeds 
go to lender upon collection by the company. 

Pledge to a lender - 

Lender can sell the receivable if necessary. Remain on balance 
sheet unless they are sold by the lender. 

Factoring - | 

Accounts receivable are sold to the lender; they are removed from 
the balance sheet. 

Disclosure important. 


NOTES RECEIVABLE: 


A note is received instead of an open account receivable 
To evidence an ordinary borrowing; 
Secured or unsecured (mortgage; deposit of specific collateral) 
Interest calculation | 
360 day year for simple interest accrual 


Transfer (sell) to get cash 


о Without recourse 
eo  . With recourse 
© Contingent liability 
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INVESTMENTS IN MARKETABLE EQUITY SECURITIES 


LEVEL OF 
INVESTMENT 


0 to 20% 


20 to 50% 


In excess of 50% 


ACCOUNTING 
METHOD 


Mark to market 


Equity method 


Consolidation 


COMMENTS 


Unrealized gain or loss: 


1) trading securities - 
income statement 


2) securities available 
for sale - special 
account in the equity 
section of the balance 
sheet 


investment account adjusted 
to reflect proportionate 
interest in net assets 

(net worth) of the affiliate 


Required if control exits; 
equity method used on 
parent's books 


74 


MARKETABLE SECURITIES (DEBT ОН EQUITY) 
VALUATION CONSIDERATIONS - SFAS 115 


SFAS 115 addresses three kinds of securities, viz: 





1) Securities held to maturity 

2) Trading securities 

3) Securities available-for-sale 
Definition of each: 


1) Securities held to maturity - debt securities that the enterprise has 
the positive intent and ability to hold to maturity. 


2) Trading securities - debt and equity securities that are bought and 
held principally for the purpose of selling them in the near term. 


3) Securities available for sale - debt and equity securities not 
classified as either held to maturity or trading securities. 


Valuation of each: 
1 Securities held to maturity - amortized cost. 


2) Trading securities - fair value, with unrealized gains and losses 
included in earnings. 


3) Securities available for sale - fair value, with unrealized gains and 


losses excluded from earnings and reported in a separate 
component of shareholders' equity. 


INVENTORIES 
IMPORTANT CONSIDERATIONS REGARDING INVENTORY ACCOUNTING 
INVENTORY EQUATION: 
Beginning inventory 
+ Purchases 
" Cost of Goods available for Sale 
- Withdrawals 


" Ending Inventory 

Or, modify to determine cost of goods sold. 
KINDS 
О Retailing - merchandise inventory 
© Manufacturing: 

Raw materials 

Work in process 

Finished goods 

Also, supplies, spare parts, etc. 
PROBLEMS PRESENTED BY INVENTORIES: 
Q Costs included in acquisition cost 
e Valuation at a subsequent date 


© Frequency of determination of physical quantities - periodic vs 
perpetual counting 


Q Cost flow assumption - FIFO, LIFO, specific identification, average 
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IV. COST AT ACQUISITION 


© Retailing - Costs incurred to acquire and prepare goods for sale: 


© Usually only purchase cost + transportation. Administrative 
expenses required to include other costs, such as receiving, 
unpacking, inspecting and shelving costs, normally cannot be 
justified (cost vs benefits concept) so costs included in 
inventory are usually limited to invoice cost plus 
transportation. 


@ Manufacturing - include raw material, direct labor and overhead іп 
work in process; called “full absorption costing" - an alternative, not 
acceptable for GAAP or tax purposes, is direct costing. (Direct 
costing - separate costs into 2 groups - (1) variable - they vary with 
output and (2) fixed - relatively unaffected by number of units 
produced; fixed costs are treated as period costs). 


о Fixed cost include depreciation, overhead. 


Ф Variable costs include direct labor and raw material. 


V. PURCHASE TRANSACTION: 


in 
i|. 
i" 


т 
F 
. | 
Ша 


© Timing - should be recorded when title passes; usually when the 
invoice and the goods are received; adjustment may be necessary 
for goods in transit. 
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VI. 


VII. 


Vill. 


SUBSEQUENT VALUATION: 


Lower of cost or market: 


Lower of acquisition cost or market value (MV). If the MV declines 
to a point below cost, the inventory must be written down to 
market - done on item by item, or group by group, basis. 


Conservative inventory approach - “holding" losses are reported 
currently but "holding" gains аге not. 


Standard costs - a system utilizing predetermined costs, or an 
estimate of what each inventory item should cost. Accounts are 
adjusted to actual at the end of the accounting period. 


GAAP - FOR INVENTORY VALUATION: 


Lower of cost (historical) or market; a carefully developed approach must 
be used at the end of each accounting period. 


PERIODIC INVENTORY 


PERPETUAL INVENTORY 


- Counting physical quantities 


COST FLOW ASSUMPTIONS: 


Specific identification - e.g., automobiles, diamonds, furs 
For other items - 


Large inventories with many items, specification identification is not 
practical so we must make an assumption: 


ХІ. 


ХИ. 


XIII. 


XIV. 


Are we selling the first goods we bought (perhaps many 
months ago) or the last ones (purchased perhaps yesterday)? 
The prices for those two time periods could be considerably 
different, significantly affecting net income and the balance 
sheet, but especially net income. 


Alternatives: 


Last in - first out (LIFO) 


Ф First іп - first out (FIFO) 

о Weighted average 

LIFO: z 
Assigns cost of latest units acquired to withdrawals (cost of goods 
sold) and the cost of the oldest units to ending inventory. Thus, in 
a period of rising prices, cost of goods sold is higher (than under 
FIFO) and ending inventory lower - in a period of rising prices. 
Also, income taxes are lower. 

FIFO: 
Assigns oldest costs to withdrawals (cost of goods sold) and most 
recent costs to ending inventory, thus net income is higher (as are 
income taxes) than under LIFO in a period of rising prices. 

WEIGHTED AVERAGE: 
An average for the entire period of the income statement. 

COMPARISONS: 


Under LIFO - Balance sheet amounts can be very low,very 
conservative, and income is charged with highest possible costs. 
Income taxes are lower, net income is lower (than under (FIFO). 


Under FIFO - Balance sheet amounts are higher; income is charged 
with lowest possible inventory costs. Income taxes are higher and 
net income is higher (than under LIFO). 
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ХУ. 


XVI. 


LIFO LAYERS: 


© When purchases exceed sales, the LIFO inventory increases. А 
LIFO layer is added. 


Ф But, when sales exceed purchases, the LIFO inventory decreases as 
the LIFO pools are invaded. When this happens the LIFO layers are 


consumed so costs will be lower and income higher in a period of 
rising prices. 
IMPACT ON FINANCIALS: 
Balance sheet ratios - 
Current ratio - lower қ 
Inventory turnover - higher 


Income statement - substantially different 


Conclusion - excellent disclosure is necessary to avoid misleading 
the reader of the financial statements. 


LIFO reserve - means the excess of cost of inventory (as 
determined under FIFO) over LIFO cost. 


1) 
2) 


3) 


4) 


INVENTORIES 


LOWER OF COST OR MARKET 


Determine cost (using LIFO, FIFO, average, spec. ident.) 


Do the following: 
А) Obtain current replacement cost (purchase or reproduce) 
B) Calculate net realizable value (NRV) - the ceiling | 
С) Calculate NRV minus a normal profit margin - the floor 
Determine market value: 
The general rule: 

| Market = Replacement cost (RC), except: 


а) Market cannot exceed NRV (the ceiling) 


b) Market cannot be less than NRV reduced by a normal 
profit margin 


Compare cost with market for the lower of cost or market 
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Lower ОҒ Cost or Market Inventory Model 


Replacement Cost (purchase price 
or production cost) 


Selling Price 

Cost of Completion and disposal 
Ceiling (Net Realizable Value) 
Less - normal profit 

Floor 

Market Value 

Cost 


Lower of Cost or Market 


12 


MEE 


128 


_£ 


А. 


„ине 


INVENTORY VALUATION 
LOWER OF COST OR MARKET 
DEFINITION 


GENERAL RULE 





If the value of the inventory decreases below original cost for any reason 
(e.g., product price decreases, obsolescence, damage) the inventory © 
should be decreased in value to reflect the loss. The revenue producing 
ability of the asset has dropped below its historical cost. 


MARKET 


in this context the word "market generally means the cost to replace the 
inventory item by purchase or reproduction. In the retail environment 
"market" means the market in which the item was purchased; in 
manufacturing "market" means the cost to reproduce the item. 


со we can conclude that the general rule means that inventory must be 
valued at the lower of its cost, or the cost to replace it. 


LIMITATIONS 





However, there are limitations that must be considered. These limitations 
relate to net realizable value. | 


First Limitation: 


Definition of "net realizable value": 


e Estimated selling price in the ordinary course of business 
less reasonable predictable costs of completion and disposal. 


"Market" is limited to an amount that does not exceed net realizable 
value (maximum limitation, or ceiling). This limitation is designed to 
prevent overstatement of inventory. 


cond Limitation: 





"Market" may not be less than net realizable value reduced by an 
allowance for an approximately normal profit margin. (Minimum 
limitation, or floor). This limitation is designed to prevent 
understatement of inventory (and, consequently, overstatement of 
net income of the next reporting period). 
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Cost 

Replacement Cost 
Selling Price 
Cost to Complete 


Normal Profit 
Margin 


А 
as we 
Sa, t 
шоч. „= ш 


INVENTORY VALUATION 
LOWER COST OR MARKET 
ILLUSTRATION 
INVENTORY ITEMS 

1 2 3 
$102 5 97 5111 
6111 $ 92 $107 
$128 $123 $126 
5 2 s 7 5 4 
$ 28 $ 19 S 26 





$16 


Мет Мо. 


INVENTORY VALUE АТ LOWER OF COST ОН MARKET 





$ 97 


$107 


$115 


$ 74 


Reason 


Cost of $102 is lower than replacement cost of $111 
which is market because that amount is less than the 
ceiling ($126) and more than the floor ($98). 


Cost of $97 even though cost is higher than the 
replacement cost of $92 which cannot be used as 
market because it is below the floor of $97. Cost of 
$97 is lower than net realizable value of $116. 


Market is replacement cost of $107 (ceiling of $122 less 
normal profit margin of $26 equals a floor of $96). 
Replacement cost is lower than cost of $11 and does 
not violate either the ceiling or the floor. 


Market at $115 (ceiling of $115 is lower than cost of 
$116 and lower than replacement cost of $121 and 
does not violate the floor). 


Market at $74 (ceiling of $90 less normal profit margin 
of $16) is lower than cost of $79. Replacement cost is 
lower than the floor at $72 but that amount cannot be 
used as market because it is below the floor of $74. 
the floor, in this case, is market. 
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INVENTORY VALUATION 
LOWER OF COST OR MARKET 
DERIVATION OF MARKET 


ceea ы M л ee „сё... 

Selling Price $128 S123 $126 5121 6 98 
Costs of Completion 

and Disposal $ 2 $ $4 56 5 8 
First Limitation* 

(ceiling) $126 $116 $122 $115 -$ 90 
Normal profit 

margin 525 5:19 $ 26 $ 5 5 16 
Second Limitation Е 

(Ғісок) $ 98 $ 97 $ 96 $110 $ 74 


*This is net realizable value. 


87 


inventory problem - Scott Paper Co. 


The following information was taken from the 1988 annual report of Scott 


Paper Co.: 

Sales $4,726.4 

cost of goods sold 3,115.3 

Gross margin $1,611.1 
inventories December 31, 1988 $ 522.2 А 
inventories December 31, 1987 440.0 


Footnote (paraphrased): 
Cost is determined on the last-in, first-out (LIFO) basis. 


if inventories had been valued at the latest production, or purchase, 
cost (FIFO) they would have been: 


$116.2 million higher at December 31, 1998 


$ 93.4 million higher at December 31, 1987 


REQUIREMENT: 


(What would cost of goods sold and gross margin have been if Scott had 
used FIFO)? 
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INVENTORY PROBLEM, SCOTT PAPER СО. (SOLUTION) 


Beginning inventory 

Purchases (1) 

Cost of goods available 
for sale 

Ending Inventory 


Product cost 
Sales 

Product cost 
Gross margin 


(1) Derived, as follows: 


Product cost $3,115.3 
Ending inventory §22.2 
Total 3,637.5 
Less - Begin. Inv. 440.0 
Purchases $3,197.5 





LIFO Excess of 
Cost Flow FIFO over LIFO 
6 440.0 $ 93.4 

3,197.5 
3,637.5 

522.2 116.2 
$3,115.3 $( 22.8) 
54,726.4 

3,115.3 5(22.8) 
$1,611.1 $ 22.8 








FIFO 


Cost Flow 


$ 533.4 
3,197.5 


3,730.9 
638.4 


$3,092.5 


$4,726.4 
3,092.5 


$1,633.9 


Purchases, Yr. 1 
Inventory 12/31, Yr. 1 


Cost of Goods Sold, 
Year 1 


Inventory Beginning 
of Year 2 


Purchases, Yr. 2 
C.0.G. Available, Yr. 2 
Inventory End of Yr. 2 


Cost of Goods Sold, 
Year 2 


Inventory Beginning 
of Year 3 


Purchases, Yr. 3 
C.O.G. Available, Yr. 3 
Inventory, Yr. 3 


Cost of Goods Sold, 
Year 3 


Total Cost of Goods 
Sold 


Item G: 


Cost of goods sold: 


FIFO 
Lower 


620 - Problem 8.34 


LIFO 


100,000 - 


40.200 
59,800 


40,200 
125,000 
165,200 


36,400 


128,800 


36,400 


BR 


FIFO 
100,000 


= 2, higher ЕО 


Lower of FIFO 
Cost or Market 


100,000 
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90 


8.31 





(Burton Corporation; detailed comparison of various choices for 


inventory accounting.) 


Weighted 
FIFO LIFO Average 
Inventory, 1/1/Уеаг1 ............ жыш mi 0 $ 0 5 0 
PütchasesforYearl ............. — 14.400 —14.400 _ 14,400 
Goods Available for Sale During 
TET L ааваа ee РУ $ 14,400 $ 14,400 $ 14,400 
Less Inventory, 12/31/Year 1 vee 1 2 0)3 
Cost of Goods Sold for Yearl  ..... $ 11,400 $ 12,400 $ 12,000 
Iuventory, l/I/Year о... MOND $ 3,000 1$ 2,000 2$ 2.400 3 
PurchasesforYear2 — nun — 21.000 21,090 - 21,000 
Goods Available for Sale During 
о РР $ 24,000 $ 23,000 $ 23,400 
LessInventory,12/31/Year2 ..... - (5.0004 5 6 
Cost of Goods Sold for Year2  ..... $ 19,000 $ 16,800 - $17,550 


1200 x $15 = $3,000. 

2200 x $10 = $2,000. 
3($14,400/1,200) x 200 = $2,400. 
4500 x $10 = $5,000. T 
5(200 x $10) + (300 x $14) = $6,200. 
6($23,400/2,000) x 500 = $5,850. 


a. $11,400. d. $19,000. 
b. $12,400. | e. $16,800. 
с. $12,000. f. $17,550. 


В. FlFOresultsin higher net income for Year 1. Purchase prices for inventory items 
increased during Year 1. FIFO uses older, lower purchase prices to measure cost 


of goods sold, whereas LIFO uses more recent, hi gher prices. 


h. LIFO results in higher net income for Year 2. Purchase prices for inventory items 
decreased during Year 2. LIFO uses more recent, lower prices to measure cost of 


goods sold, whereas FIFO uses older, hi gher prices. 
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Its stock is falling, and а BW probe shows that its past success may have been mostly sleight of hand 





егех Corp. appeared to be an 
B American success story. In 1983, 

starüng with a $1,200 investment 
in 2 $10 million excavator company, 
Terex Chairman and Chief Executive 
Randolph W. Lenz began acquiring a 
collection of ailing Rust Belt companies 
to create a heavy-industry equipment 
empire with estimated 1992 sales of $1.3 
billion. Terex attributes its growth to 
Lenz's turnaround expertise. In each of 
his acquisitions, "profitability was en- 
hanced within. 12 months,” gushes the 
private-placement prospectus used to 
raise $160 million for his latest purcnase, 
Clark Equipment Co.'s forklift opera- 
tion. From 1985 to 1990, Terex’ income 
from operations grew an average of 857. 
1 vear. 

But an investigation by BUSINESS 
WEEK shows а Таг different picture. 
Lenz's achievements stem less from or- 
crational skills than from the use oi 
highly aggressive and questionable ac- 
counting practices. One former execu- 
tive, John J. Clements, alleges that 
Terex engaged in a pattern of “improper 
and unlawiul practices” that misrepre 
sented Terex’ true profitability. 

For years, according to Clements anc 
two other former Terex executives, the 
company has routinely used question- 
able accounting practices to overstate 
earnings. And internal financial state- 
ments provided to BW support the alle 
rations. Among the maneuvers, these 
sources say, аге undervaluing inven- 
tories, using tax breaks Terex may not 


have been entitlec to, and manipulating | 


reported profits through the use of un- 
disclosed reserve funds. Lenz used the 
rosy numbers to attract millions from 
outside investors to help finance acquisi- 
tions, according to the three former 
Terex executives. Savs Roman L. Weil, 
accounting proiessor at the University 
of Chicago Graduate School of Business, 
these allegations, } if true, would be viole- 
tions of generally accepted accounting 
‘ules and Securities & Exchange Com- 
mission regulations. 

Lenz's most common strategy, the for- 


mer executives 52ү, is to buy a bankrupt- 
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company, tvpically with a large inven- 
tory of machinery, for 2 fraction of its 
book value. He then drastically writes 
down the inventorr's value—below the 
already bargzin-basement levels he huvs 
them at—to artificial lows, ostensibly be 
cause the machinery is obsolete, say the 
executives. Then, he sells the inventory 
at its much-higher, truemarket value 
and books the difference as operating 
profit The result: a quick boost to tne 


ined by BW list scores of trucks and 
other equipment that were carried on 
the books at fire-sale prices but ac tually 
sold at premiums ranging from 12% to 
40% over the levels they were written 
down to. 

There's just one problem: Once the in- 
ventory is sold, what's left is usually a 


| company with razor-thin or nonexistent 
proiit margins. Lenz responds with | 


heavy cost-cutting. Yet to maintain earn- 
and ever-larger acquisinons. 


been running out of steam. The compa- 
ny suffered an operating loss of $37 mil- 
lion last year and $7.7 million for the 
first half of 1992, in part the result of 
the prolonged recession. Its share price 
has plummeted 60% from 2 high of 27 in 
ті6-1990. The BW probe found that had 
the company not used the accounting 
practices challenged by its critics, Terex’ 
results would have been much worse. 
“If economic conditions worsen, his busi- 


| ness might go belly up," says David 


Crocker, а c2pitalequipment consultant 
in St Paul, Minn. “Тегех is а house oi 
cards,” clzims Clements. Не was fired in 


| 1955 2с chief financial officer of KCS In- 


dustries Inc., a Westport (Conn.) man- 
agement company whose majority share- 
holder is Lenz. Clements had challenged 


some of Terex’ accounting practices. 


And іп 1991, Clements had filed a 
breach-of-employment lawsuit against 
Terex, which Terex tried to have dis- 
missed. (A Terex spokesperson told BW 
that in 1982, the SEC obtained 2 consent 
decree against Clements for insider trad- 


ing іп Medcom/Treinex, his former em- 





ployer’s stock. Clements confirms the 
décree.) 





Lenz, а 45-vear-old ex-Marine who | 


owns 52% of Terex, rejected repeated 
requests for an interview. But Marvin B. 


| Rosenberg, general counsel for KCS, de- 


bottom line. Inventory documents exam- | 


ings ‘growth, he hes to keep making new | 


‘HOUSE OF CARDS. Lately, Terex has 
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| most decisive businessman I've ever 


FINANCE 


for Ems: & Young, Terex' accounting 
firm until 1989, says: "We believe the 


financial statements were fairly present- | 


ed in accordance with generally accepted 
~ccounting principles." Matthew Thibau- 
eau, manager of the Terex account for 
Deloitte & Touche, which has been 
Terex’ accounting firm since 1989, de- 
clined to comment. 
Lenz has his supporters. "He's the 


met," says 2 former Terex executive. 
Certainly, Terex has made Lenz а very 
wealthy man. The son of an owner of a 
smal] Tv-sales-and-repair shop іп Mil- 


waukee, Lenz has acquired mulümillion- | 


dolar estates in Fairfield, Conn., and 


Fort Lauderdale, a fleet of cars, and а 


passion for yachting and racing antique 
cars. His fiambovance may come from 
“the feeling that he came from the 


E Terex documents list millions in trucks and equipment 
that went on the books at fire-sale prices but then were 
sold for 12% to 40% more to bolster profits 


wrong side of the track,” says Stuart А. 
Rafios, a former neighbor and associate 
at FWD Corp. in Wisconsin. 


For his services 25 chairman and CEO | 


of Terex, Lenz pulled in $773,000 in sala- 
ry and bonus in 1991. But his crities say 
he supplements that with enormous 
perks from the company. Terex provides 
Lenz with three corporate cars, accord- 
ing to internal documents and former 
executives. The company denies this. 
And Clements, in just one of many such 
allegations, says Terex paid ior furni- 
ture purchased in Britain and shipped to 


Lenz's home in Connecticut Further, 


Lenz had outstanding cash advances 
from Terex totaling $300,000 at one 
point, say several former executives. 
When Clements asked Lenz how to ac- 
count for the advance and the furniture, 
he says Lenz told him to "bury it” 
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the benefits Lenz derives from the rela- 
tionship between Terex and KCS. Terex 
and Fruehauf Trailer Corp. paid KCS a 
$5.8 million fee in 1991 for management 
services. KCs' staff consists of Lenz and 
a handful of emplovees. 

Is the arrangement a conflict of inter- 


est for Lenz? The four-person Terex | 


board, whose members include Lenz and 
Rosenberg. apparently doesn't think so. 
Adam E. Wolf, one of two outside direc- 


tors, defends the fees, saying KCS рго- 


vides “invaluable acquisition services." 
No one questions that Randy Lenz has 
come a long way since his first job— 
selling newspapers in his native South 
Bronx. Later, after moving to Milwau- 
kee, he used some real estate holdings 
as collateral! to begin his empire-build- 
ing. In 1981, he acquired FWD, a fire 
truck manufacturer in Clintonville, Wis. 
A former colleague, Ed Nachtshein, re- 
calls that Lenz didn’t put a penny into 


| the deal. In fact, Nachtshein lent him 








$100 to file the incorporation papers with 
the state. 
cornerstone. Lenz used a similar ap- 


„proach in 1983, when he bought bank- 


rupt Northwest Engineering Co. in 
: Green Bay, the cornerstone of what 
was to become Terex. His personal 
investment in the $10 million pro- 
ducer of cranes, power shovels, 
and draglines was a mere 
$1,200. 

Even before Northwest 
came out of reorganization in 
early 1985, Lenz wes пероб- 
ating to buy the construction- 
products unit of Bucyrus- 
Erie Co. He eventually раја 

$8.8 million for the company, 
which had $20 million in 
sales. But first, he had to 

prove to bankers and investors 
that he was turning Northwest 
into a moneymaker. 
According to its 1984 annual ге 
port, Northwest posted net income of 
$1.8 million, up from a loss of $7 million 


| а year earlier. But an analysis of filings 


with the SEC suggests that after the 
Northwest acquisition, Lenz inflated 


| earnings by improperly accounting for 


equipment inventory. Generally accepted 
accounting rules required him to carry 
the acquired inventory on his books at 
its fair-market value or its cost, says 
James Ratliff, associate professor of ac 
counting at New York University's 
Stern School of Business. But Lenz 


"wrote the inventory down to zero on the 


grounds that it was obsolete. Lenz then 
sold the inventory, mainly excavators, 
for $1.1 million, producing artificially 
high earnings. М routine accounting 
rules had been followed, the company's 


profits would have been 60% smaller. 
| “This is misapplying generally accepted 


But that's chicken feed compared with | 
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accounting practices ds WINE inven- 

tory down improperly, since it was not 

jxbsolete" says Ratliff. Terex had no 
. comment on this allegation. 

In late 1986, Lenz made a maior leap 
forward with the purchase of Terex USA, 
a manufacturer of scrapers and off-high- 
way trucks owned by General Motors 

| Corp. Lenz paid 519 million for the com- 
pany, which had $78 million in annual 
sales but had been азир under 
Chapter 11. In 1988, 
Lenz's whole empire 
adopted the well-known [ЕТ 
Terex name. 

In the deal, Lenz used 
other aggressive ac- 
counting procedures that 
boosted . earnings | еШ 
through possible viola- | pa: E СУ 
tion of accounting rules. |} 
For several years before | Be 
Lenz bought it, Terex 
lost money. Under the 
rules, acquirers of com- | 
panies with accumulated | 
losses can carry them 
forward—in other 
words, offset them 
against current and fu- : 
ture profits, thus reducing taxes. But an 
acquirer can take this tax break only if 

| the acquired company has continuing op- 
erations or the previous owner maintains 


ын Бач а. 
-m қ. Г, 


some ownership. But Lenz bought only | 


Terex’ inventories .and other nonopera- 
tional assets and made no effort їо con- 
tinue operations. Yet he claimed $100 
million in tax breaks from the deal. 
| IRS REVIEW. In a prospectus to sell com- 
mon Stock, Terex noted that its account- 
ing of the GM-owned entity’s losses 
raised “significant lege! and factual is- 
sues.” If the Internal Revenue Service 
were to disallow carrying forward the 
losses, Terex would have to pay back 
taxes of almost $17 million, plus interest 
and penalties—something it can ill af- 
ford. Rosenberg says non-RS auditors 
have approved the tax treatment, and 
it’s no longer an issue. Terex confirms 
that the IRS is auditing the company's 
financial statements for 1987 and 1988. 
Another questionzble accounting та- 
neuver during this period involved undis- 
closed reserves set up by Terex to boost 
profits. In reports Terex filed with the 
SEC for 1987, the reserve was said to be 
55.9 million. But an internal financial 
Statement shows that the company, 
without disclosing it, had actually re 
served $42 million, which was accounted 
for by reducing net inventories by the 


same amount on the balance sheet. The | 


high reserves, says 2 former executive, 
 eneuled Ше curnpany to boost profits Dy 
lowering the cost of goods sold. By mid- 
1988, profits were $11 million more than 
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Т ае would We been. Reser 
berg says the company did nothing ques- 
tionable: “We get audited every усаг 
and have never had a problem." 

By the late 19805, Terex employees 
other than Clements began raising ques- 
tions about the company's financial prac- 
tices. They didn’t stay around for long, 


either. According to three former Terex | 


executives, David O'Brien, a former ac- 
countant at Terex headquarters, was 
sacked in mid-1985 when 
he threatened to -with- 
hold Lenz’s paycheck un- 
til Lenz accounted for 
upwards of $300,000 in 
45 | personal cash advances 
| in mid-1988. Terex’ board 
later declared the ad- 
=| vances a bonus for Lenz, 
2153 | the sources say. O'Brien 
КАЗЫ | declined to comment. 
Larry Skaff, Terex’ vice- 
еже | president for finance, 
Ex* | was recently let go for 
protesting too much, 
says these sources. 
Skaff had no comment. 
Rosenberg denies the 


9 company practices. He says 
Clements wasn't suited for the job, and 
Skaff's accounting skills weren't suited 
for his position. Rosenberg didn't recall 
the O'Brien case. 

Over the past two years, Lenz's fancy 
financial footwork has been less and less 
successful at making up for Terex’ fal- 
tering operating results. Consider the 
Fruehauf acquisition іп 1989. Terex, 
which at the time had $325 million in 
sales, tried to swallow 2 whale іп Frue- 

hauf, а $900 million operation. Merrill 
Lynch & Co., which had bought Frue- 
hauf through 2 leveraged buyout back 
in the mid 1980s, unloaded the debt-rid- 
den tractor-trailer maker for what ap- 
peared to be 2 price of $231 million. 

Soon after the acquisition, Terex took 
Fruehauf publie, retaining 42%. Lenz 
worked his magic the first vear, posting 
an operating income of S19 million by 
unloading inventories and slashing over- 
head. But it hes been uphill ever since. 
Fruehauf's U.S. market share has erod- 
ed from 14% the vear Terex bought it to 
about 12% last year. The unit lost $29 
million from operations in 1991. | 

Terex’ other businesses aren't faring 
much better. Last year, companywide 
sales were off nearly 23% from 2 year 
earlier, shrinking to $784 million. This 
year's first-half sales are up 10%. But 
that's partly Сие to heavy discounting. 

lenders are becoming increasingly 
nervous. In a footnote in its 1991 10k 
iling, Terex disclosed that its unsecured 
bank-lending group restructured is $75 


| ment documents presented a bullish pic- 


| try observers think it means trouhle. 


| speculate in deals that most prudent- 


three were fired for | 


| nalist Seymour Hersh for publishing 
| the Irag allegations in The New York 


AG um "edits at a Wem rate 
and demanded to be paid off by June 30, 
1992. The Clark purchase, say sources 
was designed to help Lenz buy time. T 
finance jt and pay off the bank group, | 
Terex privately placed $160 million in 
junk bonds at a hefty 13%. The place- 



























ture of the Clark buy, but many indus- 


Terex paid only $90 million for a com- 
pany with $500 million in sales and a $37 
million loss last year. But several ana- 
lysts don't think Lenz сап get Clark in 
the black anytime soon. Consultant 
Crocker estimates that Clark will be 
luckv to break even this vear. Part of | 
the problem is that Clark's executives 
have already cut costs 19%, written | 
down inventory, and discounted forklifts 
to spike sales. At best, "it's a speculative 
buy," savs Mitchell Quain, a normallv 
bullish Terex analyst at Wertheim 
Schroder Investment Sérvices Inc. “It 
will be a tough one to add value.” 

Critics say Lenz has been willing to 


businesses wouldn't consider. That may 
be the reason the Rust Belt empire he 
has built is crumbling. 

By Michael Schroeder іп Washington, 
with Kerin Kelly in Chicago 


TIES TO | 
SADDAM, T00? 


id Terex aid Saddam Hussein's 

military buildup in the Persian 

Gulf? A Commerce Dept. inves- 
tigation will determine whether the | 


company violated export-control regu- 
lations by shipping heavy-duty trucks 
from its plant in Motherwell, Scotland, 
to Iraq for use as Scud missile launch- 
ers. In April, Dr. Richard C. Fuisz, 
owner of Fuisz Technology, a medical- 
equipment maker, told a House com- 
mittee that in September, 1987, while 
touring the Scotland plant to arrange a 
deal to sell heavy equipment to Saudi 
Arabia, he saw two huge trucks paint- 
ed in desert camouflage. When Fuisz 
asked what they were for, he testified, | 
plant manager Art Rowe said: “Missile 
launchers for the Iraqi military.” 
"Fuisz's statements are totally 
false," says Marvin B. Rosenberg, a 
Terex board member. In 1991, Terex | 
filed a libel suit agzinst Fuisz and j jour- | 


Times. Hersh's lawyer is moving to 
dismiss. Seys Fuisz: “I saw what I 
saw. Truth is the ultimate defense. | 


FINANZE 
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Plant, Equipment and Intangibles Assets 


Definitions 
Ф "Plant assets" and “fixed assets", are expressions 
which are used interchangeably, meaning long-lived 
physical assets the cost of which is written off over 
their estimated useful lives. Included are such 
assets as land, buildings, machinery, equipment, 
furniture and motor vehicles. 


"Wasting assets" include natural resources such as 
timberlands, mines and petroleum deposits. 


"Amortization" is the process of allocating the cost 

of a long-lived asset over its useful life, in the 

case of plant assets, or the estimated quantity of the 
natural resource for wasting assets. For plant assets 

the amortization process is called depreciation - 
accounting; for natural resources it is called 

"depletion accounting". ; 


"Intangible assets" are non-physical assets ‘which 
provide future benefits and include such items as 
advertising, research and development, patents and 
goodwill. — 


Important matters pertaining to plant assets 

s Acquisition 
Amortization (depreciation and depletion) 
я Repairs and improvements 


к Disposition 
Се Retirements 
& # Trade-ins 


Acquisitions 


Purchased from a vendor - record at purchase cost including 
all costs necessary to get it into service (invoice cost, 
transportation and installation costs, etc.) 


Self constructed - cost includes material, labor and 
overhead incurred to get it into service, plus interest paid 
during construction which is applicable to the construction 
project. 


WHARTON REPROGRAPHICS 
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Depreciation 


- 


Purpose 


to allocate the cost of the asset over its estimated 
useful life. 


In the economic or accounting sense it does not 
represent a decline in value. 


Causes 


physical - wear, tear, etc. 


functional - obsolescence; technological replacement 


cost less salvage value 


cost-all costs properly capitalized upon acquisition 


ES salvage value - estimated ас time of acquisition: 
for buildings - common practice is zero; for others 
we use experience and judgement. 


Estimated service life 





determined by experience and judgement; can be 
difficult, especially to predict functional 
(obsolescence) depreciation. 


Methods 


straight-line: divide the cost by the estimated life- 
simple and straight-forward. 


production, or usage: divide the cost by the 


estimated number of units to be produced by the 
rachine. 


accelerated depreciation - more depreciation in the 
early years, less in the later years. Good for tax 
purposes and therefore cash flow. Two kinds: See 
page 374 for an explanation and illustration. 


- declining balance (or double declining balance). See 


page 373 for an explanation and illustration. 


4% sum of the years-digits - develop а fraction the 


numerator of which is the years of remaining life of 


the asset at the beginning of the year for which 


depreciation is to be calculated; the denominator is 
the total of such numbers for the life of the asset. 


See page 374 for an explanation and illustration. 
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Accelerated Cost Recovery System (ACRS) 
Tax reporting - specifically. Three important points: 


1) lives are generally shorter than economic lives 

2) for other than buildings, depreciation is recorded 
over the specified life at 150-200% declining balance 

3) salvage value is ignored - entire basis is written off 





Required when tax and book depreciation are different. This is 
another subject area of real importance and interest which I 
simply mention here. 


Land is not depreciated. Presumably its estimated useful life is forever. 
All costs are recovered when it is sold. 


International consideration 


Under U.S. GAAP the cost which is allocated over the - 
estimated useful life is the historical cost(see earlier 
comment under “Acquisitions"). From an international 
perspective historical cost may or may not be the 
appropriate basis. In many countries inflation is 
significantly higher than in the U.S. and inflation adjusted 
amounts may be a more suitable basis for recording the asset 
in the balance sheet, and accordingly for computing 
depreciation. This is especially true, of course, in hyper- 
inflationary countries (a rough guideline for defining 
hyper-inflation - where inflation exceeds 100% within a 
three year period). To reach inflation adjusted amounts the 
plant assets are adjusted to current costs using specific 
price indexes or direct pricing using vendor invoices. Even 
though inflation accounting may not be practiced in its 
fullest sense, it is quite common in many countries to have 
plant assets appraised periodically vith increases reflected 
in the plant asset accounts and in an equity account usually 
titled something such as "appraisal surplus". Depreciation 
should then be based on the revised plant asset value. 





Depletion " i 
This is simply the amortization of the cost of a wasting asset 
over the estimated quantity of the asset, e.g., the number of 
barrels of oil in an oil field or the number of cords of timber on 
a given tract of land. 


The costs to be capitalized are those incurred to find the natural 
resource plus those incurred to prepare to extract them. Ап 
accounting question of importance is whether to capitalize all 
costs of exploration, or only the costs which resulted in success, 
meaning finding the resource. 


The former is referred to as "full costing", the latter as "successful 
efforts costing". Both are currently acceptable under U.S. GAAP. (An 
interesting illustration, by the way, of allowance of an alternative 
treatment under U.S. GAAP.) 


Repairs and improvements 


We must determine whether such expenditures extend the useful life 
of the asset. If it does it is an improvement and the amount is 
capitalized. If it does not іс іс a repair and the amount is 
expensed. 


Dispositions 


Retirement - The asset and related accumulated depreciation up to 
the date of its retirement (the difference is called its “book 
value" ) must be removed from the accounts. Gain or loss is 
determined by reference to the cash (or other consideration) 
received and the book value. 





Trade ins ' 
If the old asset is traded іп for а new one rather than sold, gain 
or loss is recognized provided the asset received is not a 
"similar" asset to that traded in, in which case gain is not 
recognized in the income statement (the gain is used to reduce the 
carrying value of the new asset). Any loss on such a transaction 
is recognized іп the income statement. The carrying value of the 
new asset is determined by reference to the fair market value of 
the old asset, if that fair market value is known. Under this 
condition the carrying value of the new asset-is generally the 
fair market value of the old asset plus cash paid. ІТ fair market 
value of the old asset cannot be determined, fair market value of 
the new asset (meaning the best cash price available) is used in 
determining the carrying value of that asset. See the 
illustrations on pages 383 and 384 of the text. To express those 
numbers in a different way, using the entries at the top of page 


383: 
Book value of old equipment: 

Cost $5,000 

Accumulated depreciation 3 , 000 62,000 
Cash paic 5,500 
Total 7,500 
Less - Loss оп disposition 700 
Basis (cost) of new equipment с<6.800 
Cash paid $5,500 
Trade in allowance 1.300 
Basis (cost) of new equipment $6,800 
Book value of old equipment $2,000 
Trade in allowance 1,300 


Loss on trade in 6 700 


100 


Cash flow statement 


Important point. In terms of the three categories of cash 
receipts and disbursements required by 5.Ғ.А.5. No. 95 (operating, 
investing, or financing), the cash paid of $5,500 is an 
"investing" cash transaction. The loss on disposition of $700 
would be a non-cash item and would be added to net income to 
arrive at total cash from operations. 


Intangible assets 


Two important issues exist, (1) to capitalize or not to capitalize 
and (2) how long a time should be used to vrite them off if they 
are capitalized. Regarding the first issue, the questions are, do 
they have future benefits and if so, can those benefits be 
evaluated in terms of dollars (quantified) sufficiently accurately 
to be set up in an asset account? 


In this area it is very important to think conservatively because 

the issues can be somewhat ill defined and can accordingly lead to 
capitalizing items which should be expensed. Let us consider the 

ones mentioned in the text. 


Research and development - irrespective of all of the theoretical 
arguments which can be presented, under U.S. GAAP R&D expenditures 
must be expensed when incurred - no deferral except expenditures 
incurred under contract for a customer. 


International consideration - quite a different approach from the 
U.S., with much more fle.ibility allowed. Fer example: 


Я Тһе UK - research costs аге expensed; 
development costs may be deferred 


Canada and France - about the same as the UK 
(Canada's rules state that development costs шау 
be capitalized and amortized vhen recovery is 
reasonably assured) 


; The Netherlands - R&D may be capitalized if 
certain criteria are met 

қ Japan - R&D шгу be expensed ог capitalized 

і The International Accounting Standards Committee 


(IASC) in its IAS No. 9 recommends expensing of 
research costs but permits, provided certain 
criteria are met, deferral of development costs. 
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As you can see, R&D is an area of substantial disagreement 
internationally, especially considering the rigid position 
of U.S. GAAP vs the flexibility of many other countries. It 
is an important area because of the differences in treatment 
and because of the massive amounts spent on R&D every year. 


Advertising - a theoretical argument can be presented to defend 
capitalizing these amounts but the common practice is (as it 


should be, in my opinion - I've seen too many abuses in this area) 
to expense them as incurred. 


Patents - an easy one: 


If purchased - write the cost off over the remaining 
legal life, or the estimated economic life, whichever 
is shorter, 


If developed within - expense the costs as incurred - E 
they are R&D costs. 


Goodwill - 


Goodwill as a concept meaning the overall intangible 
value of a business is not given recognition in the 
financial statements under U.S. СААР. 





However, goodwill arising in the mergers and 
acquisitions area and meaning the excess of purchase 
price over underlying net assets of a company 
purchased (not one acquired by way of a pooling of 
interests) is recognized in the financial statements 
“and is amortized over a time not to exceed forty 
years. 


International considerations: 

1) differences exist in accounting for mergers 
and acquisitions. Briefly stated, in the U.S. 
there are basically two methods of recording 
such an event: 

з the purchase method, which 
results, usually, in either 
positive or negative 
consolidation goodwill, and 


. the pooling of interest method, 
under which no consolidation 
goodwill appears. 
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2) 


The pooling of interests method is 
not used much outside of the U.S. 
More important - the accounting 
treatment of consolidation goodwill 
arising from a purchase transaction 
varies considerably. Practices in 
various countries permit (1) writing 
the goodwill off immediately against 
equity accounts (thus no future 
charges against income) (2) 
capitalizing it but not writing it 
off (also no future changes against 
income) and, (3) capitalizing it 
with amortization over as many years 
as seems appropriate. 


The UK permits charging equity 
accounts; Germany requires 
amortization within five years if 
capitalized but capitaiization is 
optional. In Australia, New Zealand 
and Ireland there is generally .no 
amortization. IAS No. 22 of the’ IASC 
currently permits either an 
immediate write-off to equity 
accounts or capitalization and 
amortization. However, the 
Committee is attempting, through its 
Exposure Draft E-32, to tighten this 
area by changing its position to 
require capitalization and 
amortization of consolidation 
goodwill with the amortization 
period not to exceed five years 
unless a longer period can be 
justified but in no case longer than 
twenty years. 


Сһартег 8 


Property and Equipment 
* Acquisitions 
* * Purchase 
* * Self Construct 
* Amortization 
* * Depreciation 
* * Depletion 
ü Repairs and Improvements 
* Dispositions 


* * Retirements 
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Plant, Equipment and Intangible Assets 


DEFINITIONS 
PLANT ASSETS: FIXED ASSETS: 
Interchangeable terms - meaning long-lived 


physica! assets 


WASTING ASSETS: natural resources such as oil fields, 


mines, timberlands 


AMORTIZATION: Allocation of cost over estimated 
useful life: 
PLANT ASSETS -- its called DEPRECIATION 


NATURAL RESOURCES - its called DEPLETION 


INTANGIBLE ASSETS: ` 

Non-physical assets with future benefits, e.g.: 
Research and development (R&D) 
Patents 


Goodwill 
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ACQUISITIONS: 


Purchase: vendor cost, plus other costs to get it into 


service (transportation, installation, etc.) 


Self Constructed: material, labor, overhead incurred plus 


INTEREST DURING CONSTRUCTION 


Problem 9.17 (page 360) 


Ave. balance 3,000,000.00 


(5+1=6 +2) 


2,000,000 x 20% = 400,000.00 


1,000,000 x 10%. 100,000.00 





Total 500,000.00 
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DEPRECIATION: 


Purpose: allocate the cost over estimated useful life. (Does 
not represent decline in value, or funding 


replacement). 


Causes: physical wear and tear, functional (obsolescence, 


technological replacement). 
Basis: cost less salvage value (except for DDB). 


Estimated service life: “determined by experience and 


judgement -- and IRS influence. 
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DEPRECIATION: 


Methods: 


ШЕ; 


Straight-line 
Production, or usage 


Accelerated 


* * Declining balance 


* * Sum of the years digits 
Accelerated Cost Recovery 
Systems (ACRS) 


* * For tax reporting 
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SUM OF THE YEARS DIGITS 


(SYD) METHOD 


шыта — meme me a Ee 
— «тйл —À—ÁX ыы кынынын Tr RAD Ce a әз |а оны оын зм NEE 


Use a fraction, the denominator of which is: 


Total of the year’s digits of the life of the 


asset, e.g. : 


Assume a five year life. 
5-443 4742+ 1 “ 75 


or - by a nifty equation: 


пи + 1 | -where п is the life of 
| 2 the asset 
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The numerator is the digit appropriate for 
each year: 


Year One = 15 of the cost, say, 


5 x$15,000 = $5,000 depreciation 
15 


4 
Year Two = 15x $15,000 = $4,000 
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Double declinging balance method 


Example: 
Asset cost $10,000; has a 10 - year life 

* Straight - line depreciation = $1,000 
(10% of $10,000) 

* DDB depreciation is $1,000 x 2 = $2,000 
(or 20% of $10,000) 

* New (declining) balance 15: 
$8,000 (10,000 - 2,000) 

* Second - year depreciation 15: 
$8,000 x 20% = $1,600 

* New (declining) balance is $6,400 


(8,000 - 1,600) 


Switch to straight line when it is more 


REPAIRS AND IMPROVEMENTS | 


Question is - to capitalize or not to capitalize? 


Answer - does the cost extend useful life? И so, itis an 


improvement, so capitalize it. If not, it is a repair, so 


expense It. 


DISPOSITIONS: 
Retirement - the asset is removed from the accounts; 


junked, given away. 


Trade-in - used as part of the cost of a new asset. 
Key point: Gain or loss:is recognized provided the 


asset received is not a similar asset. 
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DEFERRED TAX ACCOUNTING 





Required when book and tax depreciation are different 


LAND 


Is not depreciated 





INTERNATIONAL CONSIDERATION 


APPRAISALS - Revaluations because of rising costs - 


DEPLETION 
Amortization of the cost of a wasting asset: 
* Costs of finding 
ш Costs of 240. ti extract 
Methods: 
* Full costing - costs of all explorations 
x 


Successful efforts costing - only the cost of 


successful efforts are capitalized 
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INTANGIBLE ASSETS 
Two important decisions regarding the expenditure: 
1) То capitalize or not to capitalize 


2) НИ capitalized, how long a time to amortize them 


Regarding question No. 1 - key points: 
* Does the object of the expenditure have 
future benefits? 


* 150, can the benefits be accurately quantified? 


SUGGESTION -- THINK CONSERVATIVELY IN THIS AREA. 
The issues are ill defined and can easily lead to 


capitalizing items that should be expensed. 


114 


RESEARCH AND DEVELOPMENT (R&D) 


Expense these costs in the US 


INTERNATIONAL CONSIDERATION 
Accounting principles in many other countries are 
much more liberal, permitting capitalization under 


certain circumstances. 


ADVERTISING COSTS 
Common practice is to expense them, although US 
GAAP permits capitalization. (Change with 


S.O.P No 93-7 regarding direct expense advertizing). 


PATENTS 
* Purchased - amortize cver shorter of remaining 


legal or economic life. 


* Developed within - expensed -- it's R&D 


BUSINESS COMBINATIONS. 
Mergers and acquisitions 
* Pooling of interests 


* Purchase 
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INTANGIBLE ASSETS 


* Research and Development | 
(Сом & ep б se - Ast Alen 4 e 
* Advertising 


* Patents av. О 
(Ал be, capitalised ЗА porchaste тит vice Jar Y 


Le. foes used i Ahin Ру CN) ре 
% Goodwil А ааа да ; | 


A- Buh Ж 2,092,000 
Net Asses 67%00 — 


те |] ————ÉÁÁL— 


Cof oo в Ж |, 900,200 





Definition (SFAS #2, para 8) 
Research is planned search or critical investigation aimed at discovery of печ 
knowledge... 


Development is the translation of research findings or other knowledge into a 
plan or design for a new product or process or for a significant improvement.. 


Includable costs - 
| Materials, equipment and facilities 
Salaries, wages and related costs 
Intangibles purchased from others 
Contract services | 
Indirect costs 


Accounting (US) 
All such costs are charged to expenses as incurred - no deferrals or 
capitalization. 


Accounting - international 
Varies considerably, with deferral or capitalization of some R&D , 
expense permissible, e.g. 


Canada - Development costs may be capitalized and 
amortized when recovery is reasonably assured. 


France - About the same as Canada. 
Japan - May be expensed or capitalized 
Netherlands - May be capitalized if certain criteria are met 


UK - Research costs are expensed; development costs may be 
deferred. 


International Accounting Standards Committee (IASC) - 
In its statement IAS - 9, IASC 
identified what costs should be 
included and recommended deferral. of 
project costs if certain specified 
criteria are met. 


Concluding point - 
An important area involving a lot of 
money with considerable variety. 
Should be reviewed closely when a 
company is under review. 
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COMPUTER SOFTWARE COSTS. 
FASB 86 


SEE ALSO FASB 2 


WHARTON REPROGRAPHICS’ FX 


Costs which must be expenses: 
the technologic 


establishing 
thet is sol 


All costs incurred in 
software product 


feasibility of a computer 
leased, or otherwise marketed. 
Thus, until technological feasibility is established 
with FASB 86, all costs incurred through t 
purchase or internal development and production of 
computer software product that is sold, leased, or otherwi 
wi 


marketed must be accounted for as R & D in eccordance 


FASB 2. 


accordance 


Costs which must be capitalized: 
technological feasibility has be 
product that is to 


All costs incurred after 
must be capitalized. 


established for a computer software 
cold, leased. or otherwise marketed 


The cost of producing product masters for а comput 
^ software product ,  inciuding costs for coding and testir 
— but only after  technoiogit 


must be capitalized 
feasibility has been established in accordance with FASE t 


e used 


Production costs for computer software that is to b 
of a product or. process shall 


an integral part 
capitalized, but only after (a) technological feasibil. 
has been established for the software and (b) ali п & 


activities for the components of the product or process n. 


been completed. 
Capitalization от the computer software costs shali 
discontinued when the computer software product is availa 


to be sold, leased sr otherwise marketed. 


Intormation sources: 


Miller's Comprehensive GAAP Guide 
cras No. 85 
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ACCOUNTING FOR SOFTWARE DEVELOPMENT COSTS 


GENERAL REQUIREMENT FOR RESEARCH AND DEVELOPMENT 


COSTS 
. SFAS wo. 2 (1944) 


EXPENSE R&D COSTS AS INCURRED 
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SPECIFIC REQUIREMENT FOR THE SOFTWARE INDUSTRY: 


SFAS No. 86 (1985) 


|- EXPENSE COSTS INCURRED IN PRODUCING OR | 
ACQUIRING A SOFTWARE PRODUCT UNTIL CERTAIN 
CRITERIA ARE MET IN THE PRODUCT'S 
DESIGN STAGE --- | 


---TECHNOLOGICAL. FEASIBILITY 
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П - COSTS INCURRED AFTER TECHNOLOGICAL FEASIBILITY 
16 MET ARE CAPITALIZED AND AMORTIZED OVER: 


1) THE PRODUCT'S ESTIMATED LIFE 


2) THE PRODUCT'S ANTICIPATED REVENUE STREAM 
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TECHNOLOGICAL FEASIBILITY -DEFINITION 


THE POINT IN TIME WHEN "THE ENTERPRISE HAS COMPLETED ` 
Mil. PLANNING, МАРЫ CODING sai as ACTIVITIES 
THAT ARE NECESSARY TO ESTABLISH THAT THE PRODUCT 
CAN BE PRODUCED TO MEET ITS DESIGN SPECIFICATIONS 
INCLUDING FUNCTIONS, FEATURES AND TECHNICAL 


PERFORMANCE REQUIREMENTS." 
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MINIMUM REQUIREMENTS ТО MEET 


DEPENDS ON THE COMPANY'S DEVELOPMENT PROCESS 
“TECHNOLOGICAL FEASIBILITY" 


c ONDITION 1: 


IF THE DEVELOPMENT PROCESSINVOLVES A DETAIL 
- PROGRAM DESIGN THE FOLLOWING MUST HAVE BEEN 
PERFORMED: 
1) PRODUCT DESIGN AND DETAIL PROGRAM 
DESIGN HAVE BEEN COMPLETED AND THE 
COMPANY HAS ESTABLISHED THAT THE 
PRODUCT CAN BE PRODUCED. 


2) COMPLETENESS OF THE DETAIL PROGRAM 
DESIGN AND ITS CONSISTENCY WITH THE 
PRODUCT DESIGN HAVE BEEN TESTEDBY 
TRACING IT TO PRODUCT SPECIFICATIONS. 


3) А REVIEW FOR HIGH RISK DEVELOPMENT 
ISSUES HAS BEEN PERFORMED, AND ANY 
UNCERTAINTIES RESOLVED. 
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NDITION 11: 


IF THE DEVELOPMENT PROCESSDOES NOT INCLUDE А DETAIL 


PROGRAM DESIGN THE FOLLOWING MUST HAVE BEEN . 
PERFORMED: 


PRODUCT DESIGN AND WORKING MODEL HAVE BEEN 
COMPLETED. 


THE WORKING MODEL HAS BEEN TESTEDFOR 


COMPLETENESS AND CONSISTENCY TO THE PRODUCT 
‚ DESIGN. 
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COSTS TO BE CAPITALIZED 


BROADLY SPEAKING: 


COSTS INCURRED TO PRODUCE PRODUCT MASTERS 
AFTER THE POINT OF TECHNOLOGICAL FEASIBILITY, 
BUT PRIOR TO WHEN THE PRODUCT BECOMES 


AVAILABLE FOR GENERAL RELEASE TO CUSTOMERS. 
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SPECIFIC KINDS OF COSTS (PRODUCT COSTS) TO BE 
CAPITALIZED 


DIRECT COSTS OF DEVELOPING THE SOFTWARE PRODUCT, 
TRAINING MATERIAL AND DOCUMENTATION MANUALS, 
INCLUDING: - 

1) SALARIES OF PROGRAMMERS, SYSTEM ANALYSTS, 
AND MANAGEMENT AND ADMINISTRATIVE 
PERSONNEL INVOLVED IN THE PLANNING, 
DESIGNING, CODING AND TESTING OF THE 
SOFTWARE AND RELATED MATERIALS | 


2) FRINGE BENEFITS OF THE DIRECT EMPLOYEES 


3) OUTSIDE CONSULTANT FEES 


4) SUPPLY EXPENDITURES PURCHASED SPECIFICALLY 
.» FOR THE PROJECT 


5) OVERHEAD ---A PORTION OF INDIRECT COSTS 
SUCH AS UTILITIES, RENT, MAINTENANCE AND 
ADMINISTRATIVE COSTS WHICH CAN BE PROPERLY 
ALLOCATED TO THE PROJECT 


8 


134 


COSTS TO BE EXPENSED AS R&D 


ALL COSTS INCURRED BEFORE TECHNOLOGICAL FEASIBILITY 


HAS BEEN ESTABLISHED. 
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ACCOUNTING FOR CERTAIN OTHER COSTS 


COSTS OF SOFTWARE MAINTENANCE AND CUSTOMER 
SUPPORT,INCLUDING 





MINOR, ON-GOING ENHANCEMENTS --- 
EXPENSED AS INCURRED. 


COSTS OF MAJOR PRODUCT ENHANCEMENTS 
THOSE IMPROVEMENTS TO AN EXISTING PRODUCT THAT 
ARE INTENDED TO EXTEND THE LIFE OR IMPROVE 
SIGNIFICANTLY THE MARKETABILITY OF THE ORIGINAL 
PRODUCT --- | 
TREATED THE SAME AS THE COSTS INCURRED IN 
DEVELOPING THE RELATED SOFTWARE. 


INVENTORY COSTS--- 


COSTS INCURRED TO REPRODUCE AND PACKAGE THE 


PRODUCT, TRAINING MATERIALS AND DOCUMENTATION 
MANUALS. 


MUST BE CAPITALIZED AS INVENTORY AND 
CHARGED TO COST OF SALES AS UNITS ARE SOLD, 
i.e ON A UNIT-SPECIFIC BASIS. 


10 
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DISCLOSURE REQUIREMENTS 


THE FINANCIAL STATEMENTS MUST DISCLOSE: 


UNAMORTIZED SOFTWARE COSTS FOR EACH BALANCE 
SHEET PRESENTED. 


TOTAL AMORTIZATION EXPENSE AND NET REALIZABLE 


VALUE WRITE-DOWNS FOR EACH INCOME STATEMENT 
PRESENTED. m 


INFORMATION PERTAINING TO R&D COSTS AS SET FORTH 
IN FASB No. 2. 


11 
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AMORTIZATION OF CAPITALIZED COSTS-- IMPORTANT POINTS . 


THEY MUST BE AMORTIZED ON A PRODUCT-BY-PRODUCT 


BASISBEGINNING WHEN THE PRODUCT IS AVAILABLE FOR 
RELEASE TO CUSTOMERS. | 


ANNUAL AMORTIZATION MUST BE THE GREATER OF THE TWO 
AMOUNTS CALCULATED AS FOLLOWS: 


THE RATIO THAT CURRENT GROSS REVENUES FOR A 
PRODUCT BEAR TO THE TOTAL OF CURRENT AND 
ANTICIPATED FUTURE GROSS REVENUES FOR THAT 
PRODUCT, OR 


THE STRAIGHT-LINE METHOD OVER THE REMAINING 
ESTIMATED ECONOMIC LIFE OF THE PRODUCT 
INCLUDING THE PERIOD BEING REPORTED ON. 


12 
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NET REALIZABLE. VALUE 


AS ARE OTHER ASSETS, CAPITALIZED SOFTWARE | 
DEVELOPMENT COSTS ARE SUBJECT TO A NET REALIZABLE 
VALUE (NRV) TEST. IT WORKS LIKE THIS: 


NRV IS DEFINED AS THE ESTIMATED FUTURE GROSS 


PRODUCT REVENUES LESS ESTIMATED SELLING COSTS. 


THE EXCESS OF A PRODUCT'S UNAMORTIZED COSTS = 
OVER ITS NRV MUST BE EXPENSED IN EACH PERIOD OF 
SUCH EXCESS. | 


THE NRV TESTMUST BE PERFORMED ON A PRODUCT-BY- 
PRODUCT BASIS. 


13 
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СО 50 COSTS 


AMORTIZATION OF CAPITALIZED COSTS 


A method must be established and used consistently. 


Software companies are required to use the greater of: 


1) the percent of revenues approach: 


the ratio of (a) current revenues to (b) current plus 
anticipated revenues, or 


ж- 


2) the straight-line method: о 


the costs spread equally over the remaining life of the 
software. « АЁ 


An illustration: 


Assume a company has capitalized $100,000 and its first year 
revenues from the product were $40,000. Future earnings from 


product are expected to be $160,000 and the expected life of 


the product is four years. 


First year amortization would be $25,000, the greater of: 
1) $100,000 (40,000/200,000) 


$100,000 x 1/5 - $20,000 


2) $100,000 / 4 - $25,000 
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NET REALIZABLE VALUE TEST 


An illustration: 


Using the same information as used for amortization of 
capitalized costs -- assume that estimated selling costs are 
30%: 

6160,000 х 30% - 548,000 


$160,000 - $48,000 = $112,000 (NRV) 


NRV of $112,000 is well in excess of the unamortized 


balance of $75,000, so there is no write-off. 


Now assume that the selling costs are 60%: 
$160,000 x 60% = $96,000 


$160,000 - $96,000 = $64,000 (NRV) 


The unamortized capitalized costs of $75,000 exceed NRV 
of $64,000 by $11,000, so a write-off off $11,000 is 


required. 


143 


ыз 


Liabilities 


5 


I. Basic concepts 
Definition 
Something the company owes - three essential characteristics: 
- obligation involves probable future sacrifice of resources (assets, 
services, etc.) at a specified or determinable date 
- the company has little or no discretion to avoid the transfer 
- the transaction or event giving rise to the obligation has already 


occurred. 
Valuation - present value of future payments 


Most current liabilities are recorded at amount payable - difference 
between amount ultimately payable and its present value is 
immaterial - negligible. 


И 
t 
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Because money has time value, the amount of most liabilities probably 
involves some amount of interest. 


Classification: 
Generally current or noncurrent 


Also, for certain purposes, monetary or nonmonetary. 
II. Contingent Liabilities 


Potential obligations 
Not recorded in the numbers - disclosure, however, is important. 
Recorded in numbers only if : 
-info available indicates that it is probable that an asset hes 
been impaired or a liability has been incurred 
-the amount of the loss can be reasonably estimated. 


III. Current liabilities 


Those due within the operating cycle - accounts payable, payroll, accruals, 
short-term notes payable, taxes payable, withheld taxes, etc. 


Payroll items 

- salaries and wages 

- related payroll taxes 
social security tax (FICA) | m 
unemployment taxes - federal and state 

- withholdings 

| federal income tax 
state tax 
FICA 
union dues 
insurance premiums 


1 TEACHING NOTE - А FEW IMPORTANT THOUGHTS ABOUT BONDS PAYABLE 


1) 


22) 


3) 


4) 


5) 


They are normally issued when а company needs to go to the 
public (rather than a private lender such as a-bank) for 
financing and, for some reason, chooses debt rather than 


equity financing. 


In many situations the company does not know the price at 
which the bonds should be issued. One reason for this could be 
a difference between the "coupon" interest rate (the rate the 
bondholders will actually.receive) and the "market" interest 
rate (the rate the market is willing to pay for that particu- 


lar kind of debt). 


We must determine the price at which the bonds will be issued; 
we do so by using present value calculations. We will 
illustrate this in class. You can see how by reference to 
illustrative problem number 1. If the market interest rate 
differs with the coupon rate the bonds will Бе issued at 
premium or a discount. | 


What сап happen to the bonds after issuance? 


They can remain outstanding until their maturity date, 
the date on which the bond agreement requires redemption 
by the issuer. 


They might be repurchased (redeemed) early, simply 
because it is good economics to do so. Upon an increase 
in the market interest rate the company could reduce its 
long-term liabilities by buying back the bonds ata price 
lower than that reflected on its balance sheet. This 
event produces a gain on retirement of bonds which must, 
in most cases, be treated as an extraordinary item in the 
income statement. Calculations must be made to determine, 
at the date of redemption, (1) the book value of the 
bonds and (2) the market value о? the bonds. Illustrative 
problem number 1 will demonstrate how this is done. 


They could be converted into another security such as 
common stock. This. is a straight-forward process result- 
ing in the removal of the bonds from the balance sheet 
and their replacement by common stock. Illustrative 
problem number 2 shows the accounting for this activity. 


Types of bonds: 


Mortgage bonds - these are collateralized by the pledging 
of assets, usually physical plant. 
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Debentures - these are issued on the general credit of 
the company; no collateral. 


Convertible - these can be exchanged for common stock. E 


Certain others, such as Serial Bonds, Sinking Fund Bonds, 
Refunded Bonds and Callable Bonds, none of which are of 
particular inportance to us. See page 402 of Stickney, 
Weil and Davidson for some descriptive material. 


6) Distinctive features of bonds; they are: 


Supported by a formal agreement called an indenture, 
Denominated in units of $1,000 each, 


Compounded semi-annually; interest is normally paid semi- 
annually, 


Administered by an agent, usually called a registrar (the 
individual bond certificates are issued in the name of 
the individual bondholders and are registered with this 
entity unless they are "bearer" bonds); if there is 
collateral there will also be a Trustee who will hold 
title to the pledged property and represent the inerents 
of the bondholders. 


(Some bonds) have coupons (hence the "coupon" rate) which 
represent the owners’ right to collect interest. 


7) A few important terms: 
Par value - the amount at eich the individual units 
are denominated (usually $1,000); same meaning as. "face 
value" or “maturity value". We use the term in reference 
to the individual units and the total of the issue. 


Bond discount - the amount of the reduction in the 
issuing price of the bonds if they are sold at less than 
par value. This happens if the market rate is higher than 
the coupon rate. Makes sense, doesn’t it? If I am to sell 
you my bonds which have a coupon rate of 10% (I'll pay 
you ten percent annually) when the market says you can 
invest your funds in similar bonds and get 12%, I should 
give you a discount, no? 


Bond premium - the amount of the excess if bonds are 
sold for more than par. This happens if the market rate 
is lower than my coupon rate. Same reasoning as above in 
reverse. 


Yield rate E also called the market rate or the 
effective rate; means the actual rate prevailing in the 
market - the rate an investor could get at ae particu- 
lar time for a similar investment. 
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(1) 


(2) 


(3) 


Bonds Payable - Illustration 
Bonds - Issued at par - $100,000: 12s - principal payable five years later; 
interest payable оп 7/1 to 1/1 each year. i | 


What do the proceeds of $100,000 represent? 


answer: 
Table 2:10 periods P.V. of the $100,000 payment due 

at 6% к at the end of five years $55,839 
Table 4:10 periods | P.V. of the $6,000 int. payments 

at 6% ^ every 6 monts (7.36009 X $6,000) $ 64.161 


Total - Р.У. of the obligation $100,000 


issued at less than par (discounted) 


Assume issuance at a price to yield 14% compounded semi-annually 


Same time line - but this time: 


Table 2:10 periods ас 7% PV $100,000 payment due at. 


end of five years 
($100,000 X .50835) $ 50,835 
Table 4:10 periods at 7% PV.of the $6,000 interest 
| payments every six months 
($6,000 X 7.02358) 42 141 
| Total proceeds | 92.976 
Accounting: | 
1) Cash 592,976 
Bonds payable $92,976 
pl 
2) Cash $92,976 
Bond discount 6 7,024 
Bonds payable $100,000 


Issued at more than par (premium) 


Assume issuance at price to yield 10% compounded semi-annually: 


same time line, but this time: 


Table 4:10 periods PV of $100,000 payment due at 
every 6 mon. - 5% end of five years | 
($100,000 X .61391) | $ 61,391 
Table 4:10 periods . Pv of $6,000 interest payments 
at 5$ - 6 mo.. every six months . | 
(56,000 Х 7.72173) $ 46,33) 
Тоса1 ргосеей< 5107,721 
Accounting: | 


1) Cash $107,721 


Bonds payable = ^ $107,721 
| ел- 

2) Cash $107,721 
Bond Premium $ 7,721 


Bonds Payable $100,000 
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BONDS 
DISTINCTIVE FEATURES 


FORMAL AGREEMENT —— CALLED AN "INDENTURE" 


BOND CERTIF ICATE ENGRAVED VERY ATTRACTIVE 


IF THERE I5 COLLATERAL А TRUSTEE 


AN AGENT EXISTS -- REGISTRAR 


COUPONS  — (MOST BONDS) 
SYNDICATION FOR DISTRIBUTION  — SELLING THE BONDS 


TYPES OF BONDS 


MORTGAGE 





COLLATERAL TRUST COLLATERALIZED ВУ STOCKS AND BONDS 


DEBENTURES -- ISSUED ON THE GENERAL CREDIT OF THE ENTITY 


CONVERTIBLE -- EXCHANGEABLE FOR COMMON STOCK (SOMETIMES) 


A FEW OTHER TERMS 





PAR VALUE -- SAME MEANING. AS FACE, OR MATURITY VALUE 


BOND DISCOUNT IHE AMCUNT OF THE REDUCTION IF BONDS ARE 
ee ш ы пышы LLL шы Ant _ 


SOLD FOR LESS THAN PAR 





BOND PREMIUM — THE AMOUNT OF THE EXCESS IF BONDS ARE SOLD FOR 


МОКЕ THAN PAR 





COUPON RATE -- THE RATE OF INTEREST SPECIFIED ОМ THE BOND 

DETERMI NES THE AMOUNT OF CASH PAYMENT AT EACH INTEREST -PATE 
YIELD RATE ALSO CALLED MARKET RATE OR EFFECTIVE RATE 

MEANS THE ACTUAL PREVAILING MARKET INTEREST RATE THE “RATE 


AN INVESTOR COULD GET AT THAT PARTICULAR TIME. 
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Present Value 
Definitions 


Present value - of a stream of payments: а single amount of money at the 
present time that is the economic equivalent of the entire stream. 


Present value - glossary definition: value today (or at some other 
specific date) of an amount or amounts to be paid or received later (or at 
other, different dates), discounted at some interest or discount rate. 


Simple interest: a percentage of an amount borrowed per unit of time, 
e.g., 12% per year, or 1% per month. | 


Compound interest: the interest earned during a period is added to the 
principal, with subsequent interest based on the revised principal. 
Future value: the amount to which a given amount invested today will grow 


to in a specified time at a specified interest rate. Also called the 
"accumulation" and is expressed by "Fn". | 


Formula - future value determination 


Р (i + r), where: 


accumulation (or, future value) 
one-time investment today 

= interest rate per period 

= number of periods from today 


suo 
Н 


Fn = the future value of today's payment (P), compounded for г 
percent for n periods. 





Method - 


1) Use Future Value Table (Table 1, page 702) 

2) Find the future value of $1.00 at the appropriate interest 
rate for the number of periods involved. Illustration - how 
much will $1,000 deposited today be worth in 10 years? 


$1.00 ас 8% for 10 years - $2.15892 
2.15892 x 1,000 = $2,158.92 


Fn = P (1 + тг)» 


- 1,000 x 2.15892 = 2,158.92 
= $2,158.92 


= 
ж 
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Formula - present value determination 


. Method - 


1) 
2) 


Fn = Р 
(1 + r)a 
or 
Р = Tn = Fn (1 + r)., 
(1 +r), 


Use the Present Value Table (Table 2, page 703) 

Find the value of $1.00 at the appropriate interest rate for 
the number of periods involved. Illustration: how much prin- 
cipal must be invested today to produce a specified amount at 
the end of n periods. Known are (1) the future amount [Fn]; 
(2) the interest rate [r]; and, (3) the number of periods [n]; 
[P] is found. Example: how much principal must we invest 
today to produce $1.00 one year from now with interest at 8%? 


Answer - .92593, the amount іп Table 2 (page 703) on line 
under 8%. 


Leases 


Definition - an arrangement whereby one party - THE LESSOR - transfers 
property and the rights to its use, to another party - THE LESSEE, іп 
return for cash (lease) payments that extend over a given time period. 


Basic accounting issue regarding leases: 


Is the lease: 


1) a rental of property, or 


2) ап acquisition of property by financing? 


Important because accounting for the two kinds is very different. 


Distinction between the two: 


A lease that transfers all rights, risks and rewards of ownership 
to the lessee is, in effect, an acquisition of property by the 
lessee - the lessee has acquired an asset (financed by the lease) 


and incurred a liability. 
LEASE. 


This kind of lease is termed a CAPITAL 


Otherwise the lessor is merely renting the property to the. lessee 
- this is called an OPERATING LEASE. 


Classification of leases (lessee): 


If the lease agreement meets any one of the following criteria, it 
is classified and accounted for as a capital lease: 


1) 


Тһе lease transfers ownership of the property to the lessee 


by the end of the lease term. 
The lease contains a bargain purchase option. 


The lease term is equal to 75 percent or more of the esti- 
mated economic life of the leased property. 


The present value of the minimum lease payments at the 
beginning of its lease term (excluding payments repre- 
senting executory costs) equals or exceeds 90$ of the excess 
of the fair market value of the leased property at the date 
of the lease agreement over any investment tax credit re- 
tained and expected to be realized by the lessor, or stated 


more succinctly: 


The present value of the lease payments (excluding executory 
costs) equals 90$ or more of the fair value of the property 
(less investment credit retained by the lessor) at inception 


of the lease. 


I= 
г 
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Capital lease - accounting 


= 


Record the asset and the obligation (liability) 
Amortize the asset 
Allocate each lease payment between: 


-- Principal (reduce liability) 
-- Interest (expense) 


Disclose facts in th financial statements and footnotes. 


Operating lease - accounting 


Rental payments are charged to expense (generally straight-line) over 
the life of the lease. | | 


Classification ОҒ leases (lessor): 


Classified as: 


Capital leases, which can be either: 

-- Sales type, or 

-- Direct financing 

-- Leveraged - a special type of direct financing lease 


Operating leases 


For the lessor, a capital lease is classified as a direct financing or 
sales type lease if all of the criteria are met: 


Any one of the four used for defining a capital lease for the 
lessee. 


Collectibility of lease payments is reasonably predictable. 


No important uncertainties surround the amount of costs to be 
incurred by the lessor. 


If the above criteria are met and a profit arises on transfer of 
the property, it is a sales type lease. 


If so, and the lessor's only source of earnings is interest over 
the lease term, it is a direct financing lease. 


Accounting (lessor) 


Sales type - | 
It's essentially a sale - entries would probably be: 
(1) : 
Lease receivable - 9 xx 
Unearned interest хх 
Sales | хх 
(2) 
Cost of Goods Sold хх 
inventory хх 


Direct financing 


No income at inception. Income is received over the life of the 
lease. 


International 


There is а significant amount of diversity, with many countries 
not giving recognition to capital leases (called "finance leases" 
in some countries, and by the IASC). 


The IASC had a statement on this (No. 17). See page 225 of the 

Choi/Mueller text for a reprint of key paragraphs. No. 17 comes 
down on the side of recognition of capital leases in essentially 
the same manner as SFAS No. 13. ! 


The key issue in treatment of capital leases 1s consideration of 
the economic substance of the transaction vs its legal form, and 
the fact that accounting should reflect the economic realities of 
transactions. Some countries continue to be guided by the legal 
form and do not record capital leases properly (in accordance with 
US GAAP). Other countries do not do so because of no (or limited) 
exposure to capital lease transactions or, to put it differently, 
financing assets by leasing. | 


One real problem with not recording capital leases is that the 
liability is not recorded on the balance sheet resulting in what 
is sometimes termed "off balance sheet financing." 


Countries that tolerate but don't require capital lease treatment 
(p. 227 of the text) as of 1980: 
Denmark, Germany, Japan, South Africa, Sweden & Switzerland 


Countries that prohibit capital lease treatment (some are): 
France, Italy, Spain 
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Leases 
Mini Case 


In your position гс а mergers and acquisition consuitant you evaluate numerous 


foreign companies for possible acquisition by your clients. Your evaluation 


includes review of their financial statements npes in English but not 
edjusted to US GAAP. Бу reference to the notes to the financial statements ` 
which set forth minimm annual rentals under leases, in rather large amounts, 
vou have observed that companies from Germany, Japan and Panama utilize leases, 
all being treatec as operating leases. Because of the large amounts of annual 
rentals, end other information you have obtained, you suspect that some of the 
leases are, in reality, capital leases ani should be so treated in the | 
finencials. 


Recuirements: 


1) Wat information, in terms of the criteria of capital 
leases, do you need to satisfy yourself on this issue? 


2} For those leases wnich meet the criteria of a capital 
.leese, what accounting treatment, broadly speaking, is- 
“required by the lessee? 


2) Waat causes do you believe exist for the treetment given to 
tnese leases bv the three companies? 


4) eet ere the practical effects of not sweating the cepital 
leeses es financing of acquisitions of property? 


Pension Costs 


Pensions, termination, and severance pay 
Pensicn plans - 
Very important because: 


. They are common, especially in the US and other highly 
industrialized countries 


" They are very costly, having a significant impact on the 
financial statements p 


The accounting is campiex 


1 
As Prof. Choi points out in his text, at the time of. that writing (1984), all 
accounting standard-setting bodies around the world had this topic under active 
consideration. : 


The FASB finished its deliberations in 1986 and issued SFAS 87 and BB. An 
explanatory brochure published by Coopers & Lybrand is being provided to each 
student. 


Important accounting considerations - SFASB7 : 


Determination of pensicn expense 


Use of a single actuarial cost method is now required. (Although I have 
used the word "actuarial" апа actuaries are involved in the determination, 
the Board has emphasized that the determination of pension cost is an 
accounting issue rather than an actuarial matter). 


Amortization of prior service costs 


SFAS 87 changes both the amortization period and the method. 
Balance sheet tion 


SFAS 87 requires recognition of a minimm liability, an amount at least 
equal to a company's unfunded accumulated benefit obligation 


= 


(accumulated benefit obligation minus the fair value of plan assets). 
Disclosure requirements ` | 


қ Description of the plan (rather detailed) 

қ Net periodic pension cost for the period 

= Reconciliation of the funded status of the plan with amounts 
reported in the balance sheet - detailed. 


E] 


= 
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Terminatio and severance pay agreements (legal requirements) exist 
for employees in some countries.  Canditions of these can be similar 
to pension plans and require the same kind of accounting treatment. 
In шалу countries т ши uio 
event of termination. 


Pension costs and the analysis of foreign financial’ 
statements: 


As indicated earlier, this is not a settled issue 
internationally, but it is very important because 
of the amamts involved. The most important  — 
point at this time, I believe, is to be aware of 
the condition, gain a clear understanding of the 
pension arrangements of the company wder review 
and its accounting for pensions, and åetermine 
what is necessary to adjust its costs, 

liabilities and disclosures to conform with SFAS 
87, if that is to be used as the benchmark. 


Brief history - AP B 8 - fron 166 - '85 = ; SFAS 87 & 88, - 1986. 
Very complex accounting area, still considered to be іп a transitional stage. 
Extremely important because of amounts involved and the prevalence of plans in 


the US and other industrialized countries. Enormous amounts of revenue 
involved. Significant expenses, costs, and Liabilities. 


Concerns about АРВ 8: 


- Pension costs not comparably measured - 
.. Company to company 
. pericd to period within а company 

я Did not adequately portray effects of a pension plan in а 
campany. 


" ный: 


а Ability to understand funded states of the plan (because of 
variety of measurement methocs ard assumptions). à 


á Reliability of the reporting of both unfunded pension 
obligations and 5$ pension fund assets. 


SFAS 87 requires: 


А Standardized method of measuring net periodic pension cost 
 ámproves comparability апі understandability. 


е ‘Immediate recognition of a liability when the accumulated 
TS Cn sweets te киске ele Өс gum 
assets. 


А Рхгепјеї disclosures to provide more complets and current 
information about the plan. 


Pension Costs 
"he concepts we must deal with when considering accounting for pension costs: 


à actuarial valuations · 

. actuarial present values 

. projected pension benefits 

accumulated pension benefits 

. projected benefit obligation 
pension cost, or pension expense 
discount rate | 

A rate of return on plan assets 
prior service costs 


The basic components of pension costs are: 


service cost 
interest on- the projected benefit obligation 
earnings on plan assets 
А amortization of prior service cost 
gains and losses, e. g.: | 


4 gains or losses arising from changes in 
assumptions 
gains or losses arising form differences between 
actual experience and expected interest rates 

я ee a 


ation rates. 





(sometimes called actuarial gains ard loses, or pension 
gains ard losses). 


Actuarial valuations made in comection with a pension plan require many 
assumptions about future events, e. g., discount rates, return cn plan assets, 
mortality rates, employees’ service periods, and future compensation levels. 
Obviously, such predictions are subject to error, and correction. These 
corrections give rise to gains and losses. 





‚ Overall comment: 


рр «ондық Ia Un тарзе Bk әнін ары 
that pension fund contributions are provided regularly, considerable 
diversity exists in the measurement and the reporting of these 
obligations. Consequently, although reading the results of such а 
survey would lead спе to believe there is uniformity in the . 
accounting for pension costs, deeper probing of the issue reveals 
that such із not the case. Conclusion to draw from this - whenever 
one is reviewing financial statements from another country one should 
be alert to the importance of pension plans and get the facts about 
how they are accounted for. Net income could be significantly 
overstated (or even understated) and liabilities could te 
significantly understated, in comparison with US GAAP. 
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Termination benefits/severance рау: 


In many countries payment of benefits іп significant amounts прод 
termination, voluntary or involuntary, is required (or is customary). 
If such arrangements are in substance a pension, e. g., payments are 
required ог are paid won virtually all terminations, they are 
subject to the provisions of SFAS 87 if the fancancials are preparec 
in accordance with US СААР. 


It is quite probable that the accountants in many countries are not 
familiar with SFAS 87 ог ВВ and tbat pension costs ага related 
liabilities, in such cases, could go unrecorded. 


Неге we have а condition where legal and environmental factors 
strongly influence the accounting principles used to prepare 
financial statements. Legal because of the requirement by law that 
termination payments be made; emvirommental because the knowledge cf 
how to treat these payments would (probably) not have reached the 
esucational system. In many countries defined pension plans do not 
exist, ог do not exist to any simificant extent. 


Ansther interesting issue pertaining to termination benefits umer 
some defined benefit plans (typically foreign plans) is that of 
vesting (entitlement) of benefits as service is provided. For 
example, provisions of the Italian severance pay statute require 
that, in most cases, the benefit an employee has accrued for service 
to date is payable immediately upon separation. Тһе value of that 
current benefit payable normally exceeds the discounted value of the 
benefits projected to expected retirement date. Consequently, at any . 
point in time, calculation of service cost and the related liability 
will be different from the results as normally calculated in the 05. 
Another example exists in the U.K. where the law requires revaluation 
of vested benefits from date of separation to normal retirement age. 


international Accounting Standards Committee (TASC) 


IASC Standard 19 “Accounting for Retirement Benefits in the Financial 
Statements of Employers", effective date - Jan. 1, 2985 - briefly: 


Requires -, for defined benefit plans: 


, benefit cost determination; consistent use of an accrued 
benefit valuation method, or a projected benefit valuation 
method. Denies pay as you go and terminal funding methods. 


« current service costs - charged to income systematically 
over expected remaining work lives 


7 Geass with past service costs and experience adjustments; 
allows charge or credit to income as they arise or 
systematic allocation to income... 
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specifies that changes in actuaria: methods be accounted 
for in accordance with IASC Standara 8, " Unusual and Prior 
Period Items and Changes in Accounting Policies” 


sets out information remuires for disclosure. 


Concluding thought regarding the international scene - 


As indicated earlier, this is not a settled issue internationally, 
but it is a very important one because of the amounts involved. Тһе 
most important point at this time, I believe, is to be aware of the 
condition, gain а good understanding of the pension arrangements of 
the comany under review and its accounting for pensions, апа 
Getermine whet is necessary to adjust its costs, liabilities (or 
assets) апі disclosures to conform with SFAS 87, if that is to be 
used as the benchmark. 


166 


Pension Costs 
Concepts - Definitions 


Actuarial valuation - the calculation of pension amounts based on present 
value techniques and reasonable assumptions about the future, 


Actuarial present values - the amounts so calculated, 


Projected pension benefits - calculation of pension benefits based on average 
of (highest) annual salaries before retirement, "o 


‘Accumulated pension bene ісе - calculation of pension benefits based on 
average of (highest) annual salaries to date, 


Projected benefit obligation - (PBO) PBO as of a particular date is the 
present value of all benefits attributed by the plant benefit formula to 
employee service rendered prior to that date. 


Pension cost, or pension expense - for a definition of this see the components 
of pension costs, 


Discount rate - the rate of interest at which pension benefits would be 
settled. Used in calculations of its projected and accumulated benefit 
obligations, in calculations of the service costs and interest costs 

ры of pension cost, and in the calculation of prior service cost, 


ate of return on plan assets - earnings on plan assets (assumes funding) 


Prior service costs - the costs pertaining to an employee’s service before ‘the 
plan was instituted (or before amendments). 


Owner's Equity 


I. Funds come from, basically, three sources: 
-owners (invested capital) 
-lenders (borrowings) 3 
-earnings retained in the business 


11. This portion covers invested capital, retained earnings, and related 
accounts. 


111. Capital contributions 
A. Capital stock 
common - the basic owners of the corp. 
preferred - contains certain privileges 
-specified dividend rate, and maybe, 
-cumulative feature re:dividends 
-callable 
can be beneficial to both the shareholder and the corporation 
-convertible | 
-mandatory redemption feature 
B. Par (or stated) vs. no-par 
C. Contributions in excess of par 
Capital in excess of par 
Additional paid - in capital 
D. Treasury stock 
-record purchase at cash paid - debit 
" treasury stock" 
If reissued: 
- ас same price as acquired - 
(debit) cash, (credit)T. S. - same amount 
- ас amount different from acquisition price, either more or 


less: 

(debit) or (credit) to additional paid in capital if 
available 

(debit) or (credit) to RETAINED EARNINGS if insufficient 
APIC. 


--- does not effect income statement 
-Balance sheet classification 
Deduct it from total of all capital accounts 


= 


5, 


( 
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IV. Raising funds - debt vs equity - considerations: 


Tax deductibility of interest - after tax cost of capital usually lower 
with debt financing. 


Risk factor (economic risk) 


-shares may become a more risky investment (likely to fall in value) 
when bonds are issued. Why? 


The superior claim bonds have on assets and future cash flows. 


risk increases, so, 


rate of return required by the market increases, so 
the price of the shares drops. 


У. Retained earnings 
-Net income increases it 
-Dividends decrease it, i.e., cash dividends 
-Stock dividends 
-Purpose - indicate a more permanent commitment of the capital - 
can't рау it in dividends if it’s not in retained earnings. 


-Accounting - debit retained earnings credit common stock and 
А.Р.І.С. Must use market value for shares issued. 


-Little or no economic significance to the shareholder 


-Dividend policy - restraints | 
-statutory - there шау Ье a prohibition against paying out 
capital 
-contractual-debt agreements 


-Divided policy - corporate and financial 
-decision of the Board of Directors 
stabilization of dividends 
retain cash for various uses - discharge debt, increase 
productive capacity, etc. 


VI. Various changes ín equity accounts 


-Stock splits | 
Similar to stock dividends | 

-par value of all shares is reduced; 2 for 1 split of $10 par 
stock with 1,000 shares outstanding - ааа 2,000 shares 
with $5.00 par 

eno accounting entry required, generally 

“sometimes accounted for as stock dividend, with same 
accounting as for a stock dividend, with amounts based on 
market values at the date of the split 


-reason - keep market value of the stock from going too high 
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-Stock options 
-Compensation issue 
-Terms | ! 
Grant date - date extended by company 
Exercise date - when exercised 
Lapse date - when the option lapses 
Exercise price - amount employee must pay 
-Accounting 
-If exercise price is equal to the market price on the 
grant date, no accounting is required | | 
-1Ғ- is less than market at grant date, compensation 
expense may have to be recognized | 
-Upon exercise - simply is ап issuance of stock at the 
option price 
-If the option lapses - no entry 


-Disclosure - very important - must disclose details of the 
plan 


. VII. Stock rights and warrants 
-Rights-granted to current shareholders 
-Can be traded publically, usually 
-Ordinarily granted for a limited time 
-No entry on grant; regular issuance entry when exercised / 
-Warrants 
-Issued to general public for cash 
-Usually exercisable for limited periods 
-Entry 
(debit) Cash 
(credit) Common Stock Warrants 
If exercised, entry is: 
(debit) Cash 
(debit) Common Stock Warrants 
(credit) Common Stock 
(credit) A.P.I.C. 
If not exercised 
(debit) Common Stock Warrants 
(credit) A.P.1.C. 


VIII.. Convertible bonds 
` -Same, generally, as bonds discussed earlier, with one exception - they can 
be converted into common stock. 
-Accounting - 

-Usual entry upon issuance on bonds with face value $100,000 
(debit) Cash $100,000 
(credit) Bonds payable | $100,000 

-No recognition ís gíven, upon issuance, to the value of the 

conversion feature 

-lnvestor gets lower return 
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-Conversion 


(1) Simply issue the stock and eliminate the bonds payable: 


(credit) 
(credit). A.P.I.L. 


(debit) Bonds payable 
Common stock (par) 


$100,000. 
$ 25,000 


$ 75,000 


Convertible bonds issued at par - $100,000; | 
Conversion price - each bond converts into 50 shares 


Convert all 100 bonds: 100 X 50 = 5,000 shares 


5,000 shares X $5 par value = $25,000 


(With market value of the common stock at the 
conversion date at 30): 


(2) Give recognition to the market value of the shares upon issuance: 


Bonds Payable 

Loss on conversion 
Common Stock 
А.Р.1.С. 


5,000 Х 30 = $150,000 
5,000 


X 5 = $_25,000 
$125,000 


Total credit to capital 
Bonds payable 
Loss 


$100,000 
$ 50,000 
$25,000 
$125,000 
$150,000 
$100,000 


$ 50,000 


This is an allowable alternative 


І. Capital Structures | 
o Simple - consists only of common stock or includes no 
potentially dilutive securities (е. convertibles, options, 


warrants). 


0 Complex - includes securities that could have a dilutive effect on 


EPS 


П. Complex Structure 


о Dual presentation of EPS 


00 Primary EPS - based on number of shares outstanding 


plus the shares referred to as common stock equivalents. 


oo Fully diluted EPS - reflects the dilution of EPS that would 
^ have occurred if all contingent issuances of common stock 
that would have reduced EPS had taken place. 


o Common stock equivalents - gives the holder the right to 


acquire shares of common stock. 
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Dilutive securities - those the conversion or exercise of which 


would cause a decrease in EPS. 


Antidilutive securities - those the conversion of which would 


cause an increase in EPS. 


Ш. Common Stock Equivalents 


о 


Convertible securities - considered so if the effective yield at the 
time of issuance is significantly below what the yield would be 
for a similar security of the issuer without the —- 
option. Or, another test, the security aas an effective yield of 
less than 66 2/3% of the current average Aa corporate bond 
yield. 


Also, the security must be convertible within five years of the 


date of the financial statements. 


If the above tests are not met the convertible security is 


included in fully diluted EPS. 


Options - warrants, etc. - are considered common stock 
equivalents (and therefore included in the calculation of primary 
EPS) unless they are antidilutive or exercise cannot take place 


within five years. 


If (lie above tests are not met they are included in the 


calculation of fully diluted EPS unless they are antidilutive or if 


exercise is beyond ten years of the financial statement date. 


IV. Antidilutive securities - 


о 


Any security which, if included in the calculation of EPS, would 
cause an increase in EPS. | Ког example - if the removal of _ 
convertible bond interest ми (net of tax) would have a greater 
positive impact on EPS than the additional shares would have 
negative impact. 

Antidilutive securities are ignored in any and all calculations of 
EPS. 
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V. The 3% test 
о If the potential dilution is less than 3% of EPS the company is 
considered to have a simple capital structure hence only 


primary EPS in required. 
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_ Instructor Notes 
Consolidated Financial Statements 


Purpose 

Io present results of operations and financial position of a parent company and 
its subsidiaries essentially as if the group were a single company with one or 
more branches or divisions. There is a presumption that they are necessary for 
fair presentation when one of the companies in the group, has a controlling 
financial interest, directly or indirectly, in the other companies. 


Conditions pointing toward consolidation (in the US); 


Ownership (directly or indirectly) of over 50% of the outstanding voting 
Shares of another company. Exceptions: ) 
--1f control is temporary 
..if control does not rest with the majority owner 
(e.g., the sub is under reorganization or in bankruptcy or 
operates under foreign exchange restrictions, controls or other 
govermmentally imposed uncertainties so severe that they cast 
significant doubt on the parent's ability to control the sub. )- 
Except for these two conditions, all majority owned subs must be 
consolidated. | | 


Prior to SFAS 94, effective for all fiscal years ending after 
December 15, 1988, certain "nonhomogeneous" subs (e.g., finance, 
insurance, real estate and leasing subs of manutacturing and - 
merchandising companies) could also be excluded from consolidation. 
Ihe equity method 
Sometimes called "one line consolidation", the equity method requires that net 
income or loss be reflected in the financial statements of the parent company 
by increasing (or decreasing) the investment account and taking into the income 
statement the income or loss. Dividends received from the sub are credited to 
the investment account. 


The equity method is applicable when: 

The parent owns 20% to 50% of the voting stock of the sub, and the parent has 
the ability to exercise significant influence over the operating and financial 
policies of the sub. | 


It also applies to corporate joint ventures. 


> 
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Instructor Notes о 
Consolidated Financial Statements 
Other countries 


Consolidation accounting is not universally accepted as GAAP, either іп 
the sense of: 


. The concept of consolidation itself 
; What companies to include, or exclude. 

For example 
The ECC Seventh Directive calls for consolidated statements -by 1990. 
The Seventh Directive provides more latitude than the Fourth - 
perhaps the degree of harmonization intended will be less than 
intended and slower in arriving. 

Зарел 


Supplemental information minimal disclosure. Alternative СААР 
permissible. | 
Latin American countries - 
is not required in some. 
IASC 


Similar to FASB but permits exclusion of nonhomogeneous companies. 


Instructor Notes 
Consolidated Financial Statements 


| Definition - (АРВ # 16) - А business combination occurs when a 
corporation and one or more incorporated or unincorporated businesses 
are bought together into one accounting entity. The single entity 
carries on the activities of the previously separate, independent 
enterprises. | 7 

Methods of accounting for business combinations 

Pooling of interests 


The method of recording an acquisition under which (1) the 
change of equity interests is viewed as a change in form, 
not substance, therefore (2) no new basis of accountability 
‚ arises, i.e., the book values of the assets and liabilities 
of the predecessor companies are carried over to the new 


Ihe criteria for а pooling are set forth in detail in АРВ 
#16. Briefly, they relate to: 
а The attributes of the combining 
enterprises before the combination: 
ыға each is autonomous and has not been a subsidiary 


or division of another ise (duri : E 
А the mamner of combining the enterprises 
.. combining of existing common stock by exchange of 
stock (there are seven conditions specified 
regarding this) 
5 the absence of certain plamed transactions after the 
combination 
.. retirement or reacouisition of all or part of the 
common stock 
-- financial arrangements of a former stock holder 
of combining enterprise 
-- disposition of a significant part of the assets 


The criteria summarized above, of which there are actually twelve, can be 
briefly put another way; grouped into three categories: 


Е independence and autonomy of the combining companies 

. the manner of effecting the plan, which involves the 
exchange of common stock. 

« the apsence of planned postcombination transactions that 


have the effect of negating the exchange of common equity 
ownership interests 
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instructor Notes 


Consolidated Financial Statements 


Business Combinations (con't) 


An acquisition which does not meet the criteria of a pooling must be 
treated as a purchase. i 


Accounting significance 


Тре difference between a pooling and a purchase insofar as accounting 
treatment is concerned is profound. No new accountability for the 
assets and liabilities of the pooled company arises, therefore they 
are brought into the consolidation at existing book values - no 
consolidation goodwill to deal with. 


Accounting for acquisitions treated as a purchase is quite different. 
Assets and liabilities are brought into the consolidation at book 
values but any excess of purchase price over underlying net assets 

is first allocated to those assets (and liabilities) to bring them to 
market value (fair value). The remainder of the excess is then 
treated as consolidation goodwill which must then be amortized over a 
period of not more than 40 years. This can be a heavy charge against 
future earnings per sbare. | 


International considerations 


This is a matter of real significance world - wide. 
Pooling is seidom used outside the U. S. Treatment of 
goodwill varies considerably with much latitude permitted 
in some countries. It is an especially important issue, 
particularly in this era, because of the frequency of 
acquisitions on the international scene, and the amounts 
involved. 
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Introduction to Financial Ratios 
and Financial Statement Analysis 


There is almost always a reason why someone picks up a set of an organization’s financial 


statements and begins to analyze it. Lenders or creditors may be interested in determining whether 
they will be repaid money they have lent or may lend to the organization. Investors may be 
interested in comparing a potential investment in one organization with that of another. Employees 
may want to compare the current performance or financial status of their employer with earlier 
periods. Regulatory agencies often need to assess organizational or industry financial health and 
performance. Financial analysis is always based оп а set of questions, and the specific questions 


requiring answers depend on who the financial statement user is and the reasons for his or her 
analysis. 


Financial analyses based on accounting information consistently involve comparisons. 
Amounts or ratios may be compared with industry norms, the same measurement in a prior period, 
the same measurement in a competitor's organization, or with planned and budgeted amounts 
previously established. Figuring out which comparisons will best answer the questions motivating the 
analysis is one of the necessary steps in making the best use of accounting information. 


Financial ratios can help describe the financial condition of an organization, the efficiency 
of its activities, its comparable profitability, and the perception of investors as expressed by their 
behavior in financial markets. Ratios often permit an analyst or decision maker to piece together a 
story about where an organization has come from, its current condition, and its possible future. In 
most cases, the story is incomplete, and important questions may remain unanswered. 


Even though the analyst or decision maker is better informed as a result of doing the ratio 
analysis, the indiscriminate use of financial ratios can be extremely dangerous. Decision rules that 
rely on a specific or minimum value of a ratio can easily lead to missed opportunities or losses. Even 
the best ratio is not always indicative of the health, status, or performance of an organization. Ratios 
between apparently similar measurements in financial statements may be affected by differences in 
accounting classifications or by deliberate manipulation. 





Professor William J. Bruns, Jr., prepared this note as the basis for class discussion. 
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193-029 Introduction. to Financial Ratios and Financial Statement Analysis 


The ease with which ratios can be manipulated and the danger in using them as criteria lead 
many analysts to concentrate on trends in ratio measurements rather than on the absolute value or 
proportion expressed by the ratio itself. When a trend in the value of a ratio between financial 
attributes is observed, questions can be raised about why the trend is occurring. The answers to such 
questions provide new information, not necessarily contained in financial reports, but perhaps highly 
relevant and useful to the decision maker and the problem at hand. 


Similarly, comparisons of firms only on the basis of ratios can lead to erroneous conclusions. 
The diversity inherent in available accounting practices and principles can lead to differences in ratios 
between organizations being compared. Comparisons between companies can be made, but they must 
be made with care and with full attention to the underlying differences in basic accounting methods 
used in the reports as well as in the companies themselves. With these cautions in mind, we can 
proceed to examine briefly some commonly used financial ratios. 


Profitability Ratios 


Profitability ratios seek to associate the amount of income earned with either the amount of 
resources used or the amount of activity taken place. These correspond to efficiency measures often 
used in economic and engineering theory. ` Ideally, the firm should produce as much income as 
possible with a given amount of resources or a satisfactory amount of income using as few resources 
as possible. 


Return on Investment (ROI) 


Dividing net income by the amount of investment expresses the idea of economic efficiency. 
Return on assets (ROA), return on investment capital (ROIC), and return on owners' equity (ROE) 
are all used in financial analysis as measures of the effectiveness with which assets have been 
employed. 


Return on assets (ROA) relates net income to the investment in all of the financial resources 
at the command of management. It is most useful as a measure of the effectiveness of resource 
utilization without regard to how those resources have been obtained and financed. The formula for 
this ratio is: 

Income 


Return on Assets (ROA) = 
— Assets 


The consolidated statement of earnings, consolidated balanced sheets, and consolicated 
statement of cash flows for the Campbell Soup Company are shown in Exhibit 1. These financial 
statements will be used as a basis for illustrating the calculation of each financial ratio in this note. 
For 1991, return on assets for Campbell Soup Company was: 


$401.5 
г 


Return on Assets (ROA) = 
$4,149.0 


= 9.7% 
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Return on invested capital (ROIC) relates all net income to all resources committed to the 
firm for long periods of time. It is calculated by dividing net income by the total amount of 
noncurrent liabilities and shareowners’ equity. The formula for this ratio is: 


Кети ой Invested Capital (ROIG) = МЕ income > v 
Total Liabilities and 
Shareholders’ Equity 
- Current Liabilities 


Return on invested capital in 1991 for Campbell Soup Company was: 


Return on Invested Capital =- $401.5 


ин... Nu ар 7, 
$4,149.0 - $1,278.0 = 


Two Variations in these two ratios are often observed. Because their purpose is to compare 
how efficiently a pool of capital has been used—a pool that includes long-term debt as well as 
shareholders’ equity—the after tax interest expense is often added back to income in the numerator. 
This can be easily calculated by the formula: 


Interest expense x (1 - tax rate) = After tax interest expense 


The amount of the adjustment is the met interest cost. Interest expense is tax deductible, and the 
formula calculates the after tax interest expense by multiplying the total interest expense by the 
complement of the tax rate. The rationale for this adjustment is that it is a better measure of the 
income flow generated by management, considering all of the sources of long-term financing it has 
chosen to use. Without the adjustment, the income understates the earnings generated by the total 
pool of capital. | 


А second variation is appropriate when the amount of assets or invested capital is changing. 
Since income is earned over a period of time, the appropriate denominator in the two ratios above 
is probably average assets or average invested capital. This is easily approximated by adding the 
beginning and ending measurements together and dividing by two. The analyst has to decide if these 
refinements to the ratios will improve his or her ability to answer the questions at hand. 


Return on equity (ROE) relates net income to the amount invested by shareholders. It is a 
measure of the efficiency with which the shareholders’ investment through their original capital 
‘contributions and earnings retained in the business have been used. The formula for this ratio is: 


Return on Equity = — Net Income 
Shareowners! Equity 


Return on equity in 1991 for Campbell Soup Company was: 


$4015 


Кеш ду = 39015 . 
rn on Equity = 793.4 


22.5% 


a 


Note that for this ratio shareowners’ equity is the correct denominator because the ratio is an 
attempt to understand what the investment by the owners alone has earned. 
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Earnings per Share (EPS) 


Because corporations have many owners, not all of whom own an equal number of shares, 
it is quite common to express earnings of a company on a per-share basis for those who wish to 
calculate their proportional share of earnings. The calculation of earnings per share can be 
complicated if there is more than one class of ownership, each with differing claims against the 
income of the firm. Preferred stock or other securities that are convertible into common shares are 
often treated as common stock equivalents in making this calculation. In published financial reports, 
this ratio is required to be presented, often in several variations such as "primary" or "fully diluted" 
(a very conservative form) EPS. Although the actual formulas for EPS are usually very complex, 
a simplified formula showing the basic common elements is: 


Net Income - Preferred Stock Dividends 


Number of Shares of 
Common Stock + Equivalents 


Earnings per Share (EPS) = 


Net earnings per share for Campbell Soup Company for 1991 were $3.16. 
Profit Margin 


This ratio, which gives a rate of return on sales, relates two statement of income 
measurements to each other. For this reason, it is not a measure of efficiency, but instead, gives 
some indication of the sensitivity of income to price changes or changes in cost structure. The 
formula for this ratio is: 

Net Income 


Profit Margin = — 
ejt Maren Net Sales 


It is important to note that neither a high nor low profit margin necessarily means good 
performance. А company with a high profit margin but high investment may not be returning a great 
amount to investors. А firm with a very low profit margin may have required only a very small 
investment so that it proves highly profitable to those who invest in it. 


The profit margin in 1991 for Campbell Soup Company was: 


$401.5 
Profit Margin 562041 % 
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Activity Ratios 


Activity ratios provide an indication of how well assets are utilized by the organization. 
Efficiency in using assets minimizes the need for investment by lenders or owners. Activity ratios 
provide measurements of how well assets or capital are being utilized. 


Asset Turnover 


This ratio measures the company’s effectiveness in utilizing all of its assets. The formula for 
this ratio is: 
Net Sales 


Asset Turnover = ——— 
Total Assets 


For Campbell Soup Company in 1991, the asset turnover was: 


56,204.1 
$4,149.0 149.0 


Asset Turnover = = 15х 


Since different industries require very different asset structures, comparing asset turnover 
ratios from one industry to those in another is potentially meaningless and must be done with caution. 
Likewise, when an organization participates in many industries, the exact meaning of an asset 
turnover ratio can be obscured, and the most valid comparisons of an asset turnover ratio at one date 
may be to that of the same firm at another recent date. 


Asset tumover ratios can be calculated for any group of assets. Accounts receivable, 
inventory, and total working capital are all asset classifications for which comparison of turnover is 
potentially interesting and important. 


Days” Receivables 


Evidence about Ше amount of time that lapses between sales and receipt of payment from 
customers can be important information about the financial structure of a company. An 
approximation of the number of days that elapse can be obtained by dividing the amount of accounts 
receivable (and notes receivable if these are related to customer accounts) by the average day’s sales. 
In cases where cash sales are a significant portion of the total, the amount of charge sales must be 
estimated for use in judging the length of collection. 


The collection period for accounts receivable can be calculated by first dividing net sales by 
365 days to › determine average sales per day. 


Net Sales 


Á Day's Sales - 
verage Day's | 365 
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Then calculate the collection period using the following formula: 


Accounts Receivable 


Days! Receivables = 
Average Day's Sales 


Days’ receivables in 1991 for Campbell Soup Company was: 


Average Day's Sales = = = $17.0 million 


2 $5274 . 
Days! Receivables = ————— = 31 days 
ай ады 5170 


inventory Turnover 


Determining the number of times that inventory is sold during the year provides some 
measure of its liquidity and the ability of the company to convert inventories to cash quickly if that 
were to become necessary. When turnover is slow, it may indicate that inventories are not a liquid 
asset and suggest they should be excluded from that category for analytical purposes. On the other 
hand, when turnover is quite rapid, that is when inventory is sold several times each year, the liquid 
character of inventory can provide funds if needed in the short term and may protect the firm against 
inventory obsolescence. | 


Inventory turnover is calculated by dividing the cost of goods sold by the inventory cost. The 
average inventory for the year should be celculated or approximated if there has been a significant 
change in inventory cost from the beginning to the end of the period. Usually it is sufficient simply 
to add the beginning and ending inventory amounts and to use one-half of that total as the average 
inventory for the year. Once the inventory turnover is determined, it can be converted to days' 
inventory by dividing inventory turnover into 365 days. 


Cost of Goods Sold 


Inventory Turnover - 
.Average Inventory 


365 


Inventory Turnover Period in Days = ——————— 
Inventory Turnover 


In some financial reports issued for shareholders, the cost of goods sold is not revealed. In 
these cases, it is necessary to use sales as the numerator of the ratio, which gives the appearance of 
providing faster inventory turnover. If the relationship between price and cost does not change, the 
trend in turnover period would be approximately the same between two periods. Nevertheless, it is 
wise to use the ratio of sales to inventory with somewhat greater care. 
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Inventory turnover in 1991 for Campbell Soup Company was: 


54,095.5 


Inventory Turnover = —————————— 
($706.7 + $819.8) + 2 


= 54% 


Гау! Inventory = SEM, ШЕ days 
5.4х 


Working Capital Turnover 


Working capital turnover is a measure of the speed with which funds are provided by current 
assets to satisfy current liabilities. The formula for this ratio is: 


Working Capital Turnover = ре ee 
Average Current Assets 
- Average Current Liabilities 


Working capital turnover in 1991 for Campbell Soup Company was: 


Working Capital Turnover = —— — 592041 _ „204 


(51,592.0 - $1,288.1) 


Solvency and Leverage Ratios 


When an organization is unable to meet its financial obligations it is said to be insolvent. 
Because insolvency leads to organizational distress, or even to bankruptcy or organization extinction, 
Tatios to test solvency are often used by investors and creditors. By measuring a company’s ability 
to meet its financial obligations as they become current, solvency ratios give an indication of the 
liquidity of the company. 


Current Ratio 


This ratio is commonly used for testing liquidity or solvency. The formula for this ratio is: 


баланы Бай = Current as 
Current Liabilities 


The size of the current ratio that a healthy company needs to maintain is dependent upon the 
relationship between inflows of cash and the demands for cash payments. A company that has a 
continuous inflow of cash or other liquid assets, such as a public utility or taxi company, may be able 
to meet currently maturing obligations easily despite the fact that its current ratio may be small. On 


the other hand, the manufacturing firm with a long product development and manufacturing cycle 
may need to maintain a larger current ratio. 
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The current ratio at the end of 1991 for Campbell Soup Company was: 


$1,518.5 _ 


Current Ratio = ———— = 
$1,278.0 


1.19 


Acid Test Ratio 


In cases where there is a desire or a need to confirm the absolute liquidity of an organization, 
the current ratio is modified by eliminating from curren: assets all that can not be liquidated on very 
short notice. Typically then, this ratio consists of the ratio of so-called "quick" assets (cash, 
marketable security, and some forms of accounts receivable) to current liabilities. 


Quick Assets 


Acid Test Ratio = -————— 
FUR Current Liabilities 


For 1991, subtract the inventories from the total of current assets to calculate the acid test 
ratio for Campbell Soup Company. 
2 51,518.5 – $706.7 _ 

51,278.0 ( 


Acid Test Ratio 


Debt Ratio 


The degree to which the activities of a company are supported by liabilities and long-term 
debt as opposed to owner contributions is referred to as leverage. A irm that has a high proportion 
of debt to shareholder contributions would be referred to as being highly leveraged. The advantage 
to the owners of the firm of having high debt is that profits earned after payment of interest accrue 
to a smaller group of owners. On the other hand, when a firm is highly leveraged, risk rises when 
profits and cash flows fall. A company can be forced to the point of insolvency by the cost of 
interest on the debt. 


The debt ratio is widely used in financial analysis because it reveals the effect of financial 
leverage. The debt ratio is calculated in different ways, and we will illustrate two here. First, 


; Total Debt 
Debt Ratio = ------ 
б Total Assets | 

Alternatively, the debt to equity ratio is sometimes calculated by dividing total liabilities by 
the amount of shareholders’ equity. The formula for this ratio would be: 


Debt-to-Equity Ratio = Total Liabilities 
Owners! Equity 

Care must be taken in interpreting either of these ratios because there is no absolute level that 
сап be referred to as being better than another. In general, as the ratio increases in size, returns to 
owners аге higher but so also is risk higher. The trend in this ratio may reveal important 
management decisions about the financing of activities comparing two organizations. Differences in 
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the size of the ratio may reveal management attitude toward risks and alternative strategies toward 
financing the activities of the respective entities. 


Using the second of the two formulas above, the 1991 debt to equity ratio for Campbell Soup 
Company was: 


54,149.0 - $1,793.4 


Debt-to-Equity Ratio = 
л ý $1,793.4 


= 1.31 


Times Interest Earned 


Almost every firm has continuing commitments that must be met by future flows if the 
company is to remain solvent. Interest payments are an example of such commitments. The common 
ratio that measures the ability of a company to meet its interest payments is times interest earned. 
The formula for this ratio is: 


Pretax Operating 
Income + Interest 
Interest 


Times Interest Earned = 


_ The number of times interest payments are covered by current earnings offers some measure of the 
degree to which income could fall without causing insolvency in this account. In many cases, this 
is not so much a test of solvency as a test of staying power under adversity. Times interest earned 
for 1991 for Campbell Soup Company was: 


$6722 + $116.2 _ 
$116.2 


Times Interest Earned = 6.8х 


Market-Related and Dividend Ratios 


Two ratios are affected by the market price for shares of ownership in corporations. These 
are the price earnings ratio and the dividend yield ratio. In addition, analysts sometimes calculate 
a dividend payout ratio as a measure of the degree to which the firm is likely to be able to continue 
its dividend payments provided there is fluctuation in future income. 


"Price Earnings Ratio (PE) 


The relationship of the market price of shares of stock to the earnings of the company is of 
great interest to investors. Companies that are growing rapidly and are thought to have good 
potential for future growth often find that their shares are traded at a multiple of earnings per share 
much higher than companies thought to have less promise. The price earnings ratio is often included 
in stock market tables in investment information prepared by analysts. The formula for this ratio is: 
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Market Price per 
Share of Stock 


Price Earnings Ratio (PE) = ——————— 
Earnings per Share 

Since the market price of shares frequently fluctuates, this ratio is sometimes calculated using 
an average market price for a period of time. 


During 1991, the market price per share of stock in Campbell Soup Company was as low as 
$43.75 and as high as $87.13. Calculating a price earnings ratio using each of these figures shows 
that during the year, Campbell’s price earnings ratio fluctuated between 13.8 and 27.6. 


543.75 








1991 Low Price Earnings Кайо = = 13.8 
$3.16 
1991 High Price Earnings Ratio = = = 27.6 


Dividend Yield Ratio 


The dividend yield to common shareholders is dependent upon the market price originally 
paid for the share and is calculated by dividing dividends received by the market price originally paid 
for the shares. For a prospective investor, dividend yield is the dividend per share divided by the 
current market price of the stock. | 


Dividend Yield = Dividends per Share 
Market Price per Share 

If the market price of shares in Campbell Soup Company was $75, the dividend yield in 1991 
when dividends per share of $1.12 were paid to shareholders would have been: 


Dividend Yield = 212 = 154 


575 
Dividend Payout 


The dividend payout ratio shows the proportion of net income that was paid in dividends. 
Both the dividend yield and dividend payout ratio are useful for forecasting future dividend streams 
to investors in the company’s common stock. The formula for this ratio is: 


pinged Payout 2a 
Net Income 


For the Campbell Soup Company in 1991, dividends paid totaled $137.5 million, therefore 
the dividend payout was: 
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Dividend Payout = БЕЗ 34% 
$401.5 


Using Ratios to Think about Management Strategies 


Sometimes it is useful when conducting a financial analysis to think about the 
interrelationships between ratios and to use them to think about the strategies that management has 
adopted or might adopt. One well-known algebraic construction using ratios is known as the du Pont 
model because financial analysts at the E. I. du Pont de Nemours & Co. are credited with its 
development and use during the 1920s. The du Pont model multiplies profit margin times asset 
turnover times a ratio of assets over equity to calculate return on shareholders’ equity. If we look 
at this.algebraic construction, we can see why it is so useful. | 





соте = Sales x OS use Return on Owners’ Equity 
Sales Assets — Owners'Equity 

The first ratio, profit margin, can be used to focus management’s attention on the relationship 
between the price and cost of products or services sold. The second ratio, asset turnover, emphasizes 
the efficient use of resources in producing products and services. The third ratio, assets over equity, 
focuses on the ability of management to leverage the firm properly to provide maximum return to 
shareholders. Each of these major classes of decisions that managers must make can be examined 
in light of its ability to provide the overall objective of increasing return to shareholders. - 


Common Size Financial Statements 


In order to examine changing financial structure of a firm through time and the changing 
nature of operations, many analysts like to create common size financial statements in which the 
statement of financial position and the statement of income are prepared in the percentage format. 
In a common size balance sheet, each asset, liability, and owner’s equity amount is expressed as a 
percentage of total assets. In a common size statement of income, sales is set at 100%, and each item 
is expressed as a percentage of sales. 


Common size financial statements facilitate the comparison of firms of a different size as 
well. Although firms may be in the same industry, they may be of significantly different sizes, and 
common size statements allow an analyst to focus on the efficiency with which managements of 
different firms have created a capital structure and have achieved efficient operations. 


Common size statements of financial position and statements of income for Campbell Soup 
Company are presented in Exhibit 2. 
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Exhibit 1 
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Earnings for Years Ending July 28, 1991, July 29, 1990, and 


July 30, 1989 ($ millions) 


Campbell Soup Company — Consolidated Statement of 


______—————-—--__— 


1991 


1990 


1982 


ERE рамка uA unio Ы. пекин анна ан 


Мет Sales 


Costs and expenses: 
Cost of preducts sold 
Marketing and selling expenses 
Administrative expenses 
Research and developmental expenses 
Interest expense 
Interest income 
Foreign exchange losses, пет 
Other expense 
Divestitures, restructuring, and 

unusual charges 


Total Costs and Expenses 


Earnings before equity in earnings 
of affiliates and minority interests 


Equity in earnings of affiliates 


Minority interests 
Earnings before taxes 
Taxes on earnings 


Net Earnings 
Met Earnings per Share 


Weighted shares outstanding 


$6 205.1 


4,095.5 
956.2 
306.7 

56.3 
116.2 
(26.0) 

8 


26.2 


5,331.9 


672.2 
2.5 


$6,205.8 


5,258.2 
980.5 


55,672.1 


4,001, .6 
818.8 
252.1 

Er 
94.1 
(38.3) 
19.3 
32d 


345.0 
5,970.7 


101.4 


10.4 





ид 
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Exhibit 1 (continued) | Campbell Soup Company—Consolidated Balance 


Sheets ($ millions) 


Current Assets: 


Cash and cash equivalents 

Other temporary investments, at cost 
which approximates market 

Accounts receivable 

Inventories 

Prepaid expenses 


Total Current Assets 
Plant assets, net of depreciation 
Intangible assets, net of amortization. 


Other assets 


Total Assets 


Current Liabilities: 


Notes payable 

Payable to suppliers and others 
Accrued liabilities 

Dividend payable 

Accrued income taxes 


Total Current Liabilities 
Long-term debt 


Other Liabilities, principally 
deferred income taxes 


Shareowners' Equity 


Preferred stock; authorized shares: 
none issued 

Capital stock, $.15 par value; 
authorized 140,000,000 shares; 
issued 135,622,676 shares 

Capital surplus 

Earnings retained in the business 

Capital stock in treasury, 8,618,911 
shares in 1991 and 6,353,697 shares 
in 1990, at cost 

Cumilative translation adjustments 


Total Shareowners' Equity 


Total Liabilities and Shareowners’ Equity 





РЕ 7 


1 


oO lo чеч 


3 





я 
» 


80.7 


22.5 
624.5 
819.8 
118.0 


1,6655 
1,717.7 
383.4 


349.0 


$5,115.6 


$ 202.3 
225.2 
491.9 

32.3 
46.4 


1,298.1 


——=-——— 


_805.8 


__319.9 


20.3 
61.9 
1,653.3 


(107.2) 


63.5 
1,691.8 


$4 ,115.6 


' мн лл 
Эз» Ес == 
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Exhibit 1 (continued) Campbell Soup Company—Consolidated Statement of Cash 


Flows for Years Ending July 28, 1991, July 29, 1990, and July 30, 1989 ($ millions) 


| m— 1991 1990 1989 
Cash Flows from Operating Activities: 
Net earnings $401.5 % 4.4 $ 13.1 
To reconcile net earnings to net cash provided 
by operating activities: 
Depreciation and amortization 208.6 200.9 192.3 
Divestitures and restructuring provisions 339.1 343.0 
Deferred taxes 35.5 3.9 (57.8) 
Other, net 63.2 18.6 37.3 
(Increase) decrease in accounts receivable 14.1 (60.4) (46.8) 
(Increase) decrease in inventories 48.7 10.7 (113.2) 
Net change in other current assets and liabilities 30.6 (68.8) (.6) 
Net cash provided Бу operating activities 805.2 L484 357.5 
Cash Flows from Investing Activities: 
Purchases of plant assets (361.1) (387.6) (284.1) 
Sales of plant assets 43.2 54.9 39.8 
Businesses acquired (180.1) (41.6) (135.8) 
Sales of businesses 67.4 21.7 4.9 
Increase in other assets (57.8) (18.6) (107.0) 
Мес change in other temporary investments 9.7 3.7 9.0 
Мет cash used in investing activities (478.7) (387.5) (473.2) 
Cash Flows from Financing Activities: 
Long-term borrowings 402.8 12.6 126.5 
Repayments of long-term borrowings (129.9) (22.5) (53.6) 
Increase (decrease) in borrowings with less 
than three-month maturities (137.9) (2.7) (108.2) 
Other short-term borrowings 117.3 153.7 227.1 
Repayments of other short-term borrowings (206.4) (89.8) (192.3) 
Dividends paid (137.5) (123.3) (86.7) 
Treasury stock purchases (175.6) (41.1) (8.1) 
Treasury stock issued 57.7 12.4 18.5 
Other, net (.1) (-1) 25.5 
Net cash provided Бу (used іп) financing activities (219.6) (101.8) 163.1 
Effect of exchange rate changes on cash (8.7) Era (12.1) 
Мет Increase (Decrease) іп Cash and Cash Equivalents 92.2 (40.2) 35.1 
Cash and cash equivalents at beginning of year 80.7 120.9 85.8 
Cash and Cash Equivalents at End of Year $178.9 $ 80.7 5120.9 


ЖЖ нин наннан BÓ RR з=н=н ы нынын ы ——————— 
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Exhibit 2 Campbell Soup Company—Common Size Statement of 
Earnings for Years Ending July 28, 1991, July 29, 1990, and July 30, 
1989 (%) 





1991 1990 1989 
Wet Sales 100.0% 100.0% 100.0% 
Costs and expenses: 
Cost of products sold 66.0% 68.6% 70.0% 
Marketing and selling expenses 15.4 15.8 14.4 
Administrative expenses 4.9 4.7 4.4 
Research and developmental expenses 0.9 0.9 0.8 
Interest expense 1.9 1.8 1.7 
Interest income (0.4) (0.3) (0.7) 
Foreign exchange losses, net 0.0 0.1 „3 
Other expense 0.4 0.2 0.6 
Divestitures, restructuring, and 
unusual charges - 5.5 6.0 
Total costs and expenses 89.2% 97.2% 98.2% 
Earnings before equity in earnings 
of affiliates and minority interests 10.8 2.8 1.8 
Equity in earnings of affiliates 0.0 0.2 0.2 
Minority interests (0.1) (0.1) (0.1) 
Earnings before taxes 10.8% 2.94 1.9% 
Taxes оп earnings 4.3 2.8 1.6 
Net earnings 6.5% 0.1% 0.2% 
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Exhibit 2 (continued) Campbell Soup Company—Common Size 
Balance Sheets (%) 


EE I ои 


duly 28, July 29, 
1991 1990 
Current Assets: 
Cash and cash equivalents 4.3% 2.0% 


Other temporary investments, at cost 





which approximates market 0.3 0.5 
Accounts receivable 12.7 15.2 
Inventories 17.0 19.9 
Prepaid expenses 2.2 2.9 

Total current assets 36.64 40.5% 

Plant assets, net of depreciation 43.2% 41.7% 
Intangible assets, net of amortization 10.5 9.3 
Other assets 9.8 8.5 

Total assets 100.0% 100.0% 

Current Liabilities: 
Notes payable 6.8% &.9% 
Payable to suppliers and others 11.6 12.8 
Accrued Liabilities 9.9 12.0 
Dividend payable 0.9 0.8 
Accrued income taxes 1.6 1.1 
Total current liabilities 30.8% 31.54 
Long-term debt 18.6% 19.6% 
Other Liabilities, principally deferred 
income taxes 7.62 7.84 


Shareowners/ Equity: 


Preferred stock; authorized shares; 
none issued * - 
Capital stock, $.15 par value; 
authorized 140,000,000 shares; 


issued 135,622,676 shares 0.5 0.5 
Capital surplus 2.6 1.5 i 
Earnings retained in the business 46.1 40.2 
Capital stock in treasury, 8,618,911 
shares in 1991 and 6,555,697 shares 
in 1990, at cost. (6.5) (2.6) 
Cumulative translation adjustments 0.6 1.5 
Total shareowners’ equity 43,2% 41.1% 
Total Liabilities and shareowners' equity 100.0% 100.0 


16 


PROBLEM : CRAZY PATELL СО. 


Below are a 1984 income statement, 1983 and 1984 comparative balance sheets, and additional 
data for Crazy Patell Co. Prepare a Statement of Cash Flows for 1984. 


1984 INCOME STATEMENT 





REVENUES: | 
Revenue . 5565 
Estimated provision for bad debt --110) 
Net revenue 555 
LESS EXPENSES: 
Cost of goods sold | 275 
Wage expenses | 100 
Depreciation expense н |. 75 
Lease amortization expense _10 
95 
OTHER REVENUES (EXPENSES) | 
Interest (25) - 
Gain on disposal of property, plant and equipment d 
Unrealized loss on short term marketable securities (4) 
Loss on sale of short term marketable securities (7) 
Share of earnings in equity method investments 14 
Loss on sale of long term investment (9) 
Gain on sale of equity method investment —© 
INCOME BEFORE EXTRAORDINARY ITEMS AND TAXES 77 
Tax expense 2 
INCOME BEFORE EXIRAORDINARY IIEMS | 22 


NET INCOME | 


—— 


Gain on early retirement of debt (net of 55 tax) | | eR: 
| 60 


WHARTON REPROGRAPHICS (ЎЎ 


E 


б 


Additional Data 

I. $12 in defaulf on accounts receivable were written off in 1984. 

2. Net book value of equity method investments sold in 1984 was 59. No new purchases 
of equity method in 1984, but $21 of new long term investments were purchased. $16 
of short term marketable securities were purchased during 1984. 

Э. New property plant and equipment was acquired for $95 іп 1984. 

4. Property Plant and equipment includes capital leases of $100 original cost for both 1983 
and 1984, and $10 accumulated amortization in 1984 (zero in 1983). No new leases were 
signed in 1984. | 

5. Bonds with face value of 550 and premium of $6 were issued during 1984. Also, bonds 
with face value of $80 and unamortized premium of $9 were retired prior 10 maturity in 

| 1984. 
6. 


Interest expense includes S10 of expense related to capital leases. 
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ACCT 601 Fall 1990 
BALANCE SHEET | 1984 1983 
ASSETS 
Current: 

Cash 167 105 
Accounts receivable | 17 = 18 
less allowance for uncollectibles (4) (6) 
Marketable securities 35 31 
less allowance for excess of cost over market (7) (3) 
Inventory | 51 46 
Non-current: EE | | 
Property plant and equipment | 563- 563: 
less accumulated depreciation (100) (90) 
Equity method investments | 80 80 
Long term investments 75 69 
less allowance for unrealized price declines _ (8) . a3) 
| | 869 800 
LIABILITIES 
Accounts payable 24 — 20 
Wages payable 10 9 
Current taxes payable | 10 12. 
Capital lease obligations 94. 100 
Bonds payable | | 91 121 
plus unamortized premium 7 13. 
OWNERS' EQUITY | 
Common stock - $5 par | 75 50. 
Additional paid in capital 250. 200 
-. Retained earnings ^ 316 288 
.. Unrealized loss on long term investments _(8) (13) 


=. ee 
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АССТ 601 | Fall 1990 

Additional Data 

i. $12 in defaults on accounts receivable were written off in 1984. 

2. Net book value of equity method investments sold іп 1984 was $9. Мо new purchases 
of equity method in 1984, but $21 of new long term investments were purchased. $16 
of short term marketable securities were purchased dune In | 

3 New property plant and equipment was acquired ior $95 in 1984. . 

4. Property Plant and equipment includes capital leases of $100 original cost for both 1983 
and 1984; and $10 accumulated amortization in 1984 (zero in 1285). No new leases were 
signed in 1984. 

Э, Bonds with face value of $50 and premium of $6 were issued during 1984. Also, bonds 
with face value of $80 and unamortized premium of $9 were retired prior to maturity in 
1984. mE о | 

6. Interest expense includes $10 of expense related to capital leases. 


_ 15709 


(99), жы 2— 


7 
QUESTION 5 М | 
9 
1. (10 Points)The following даса аге observed from the pre-adjusted trial = 
balance of the Miller Company in 1986. | = 
debit credit T 
Accounts Receivable 280,000 2 
Allowance for Bad Debts 2,800 с. 
ба1е5 1,100,000 a 
Sales Returns & Allowances 100,000 = 
Z 
о 
REQUIRED; ат 
а) Prepare the 1986 Bad Debt adjusting entry if Bad Debts are estimated as = 


1/2% of net sales. 


b) Now consider that you are supplied with the following aging schedule for 


Miller Co.: 
Estimated Uncollectible 


Classification of Account Amount 
| Percentage 
Not yet due $160,000 1% 
Past due $120,000 2& 
Total Receivables $280,000 


Assuming that this aging schedule is used to calculate the Allowance for Bad 
Debts, prepare the 1986 Bad Debt adjusting entry. 


2. (3 Points) Estimated Warranty Liability had a post-closing credit balance 
at the end of year 1 of $30,000 and at the end of year 2 of $40,000. The firm 
made expenditures on Warranty claims during the year of $10,000. What was 


warranty expense for the year? Choose one. 


a. $40,000 
b. $30,000 

4 с. $20,000 

а, 510,000 
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Problem 3 

Under ІЛЕО, for 1987: 

COGS = 52.50 X 120,000 = $300,000 --> Ending Inv. = $69,000. 

То calculate КІ, new COGS =$300,000 --> NI = 105,000 X (1-.4) = 563,000 
New Retained Earnings = $87,700 + $63,000 -$53,600 «597,100 


1988 COGS = 2.9 X 130,000 = $377,000 --> Ending Inv =. $69,000. 


NI = 586,500 X (1 - 0.4)- $51,900. Retained Eranings -97,100 451,900 - 45730 = 
103.250. 


Problem 4 63670 + Additions to Inventory - LIFO COGS = $3949 


$5967 + Additions to Inventory - FIFO COGS = $5805 
Solve for LIFO COGS in terms of FIFO COGS: 


FIFO COGS = 171 + LIFO COGS (COGS goes up under FIFO) 


Problem 5 


Part 1, a: Ваа Debt Expense = 0.005 X 1,000,000 = $5,000 
Allowance for Doubtful Accounts $5,000 


b: Allowance should be 0.01 X 160 + 0.02 X 120 = $4,000 
Plug Entry : Bad Debt Expense $6,800 
| Allowance 56,800 


Part 2: 30 + Expense - 10 = 40 --> Expense =$20,000 (c) 


Problem 6 
Part 1: January: (Asset B/S) Marketable Securities 518, 000 
(Asset B/S) Cash $18,000 


3/31 Allowance should be 18 - 13 - $5,000 
(I/S Expense)  Unrealized Loss on M.S. $5,000 
(Contra Asset to M.S.) Allowance for Excess 


of Cost over Market Value $5,000 
3/31 Carrying Value $13,000 | 
April 25: Cash $300 
(I/S Revenue) $300 
June 20: Cash $5,300 


(I/S Expense) Realized Loss on Г 
Sale of MArketable бес. 52,700 
Marketable Securities 58,000 


June 30: Allowance should be 10-8 - $2,000 
Allowance $3,000 


(Revenue 1/5) Recovery of Unrealized — $3,000 


6/30 Carrying Value - $8,000 





September 30: Allowance should be 0. Allowance $2,000 | Ж» 
| Recovery $2,000 
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JUESTION I (20 points). 

1. (24 points) Тһе Jones Corporation issues а bond on January 1, Year 1 that 
will mature on December 31, Year 10. The bond has а face value of $1,000,000, 
and is а 9%, semiannual coupon bond. At the date of issue, the market rate of 
interest on bonds of this type is 8$, compounded semiannually. 


REQUIRED. | 
1) Supply the journal entry for the issue of the bond. 


2) Supply the journal entry for the first interest payment. | 
3) Supply the journal entry for the interest payment ас the end of year 7. 


This problem is continued on the next page. | | 
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2. (6 points)-New assume that Jones purchased the bonds in the open market on 
July 1, Year 1,_immediately after the first interest payment. When the bonds 
were purchased, the market rate of interest was 10%, compounded semiannually. 


Give the journal entry for the purchase of the bonds. 


1 


| FALL 88 ~ EXAM 2 KEY 
1) Proceeds = Present Value Face + гене Value Coupon 
= $1,000,000[PV $1, n=20,r=0.04] +$45,000 [РҮ $1 Annuity,ne20,re0.04] 


= 0.45369 [$1,000,000] + 13.59033 [$45,000] 


= 5 456,390 + $611,565 


Premium $ 67,955 
Bond Paysble $1,000,000 


Journal Entry: Cash $1,067,955 . 


5 e 642,718 


2) First Payment Interest Expense = 0.04 X $ 1,067,95 
Journal Entry: Interest ‘Expense 642,718 
| Premium 6 2,282 


Cash . $ 45,000 


3) Present Value with 7 periods left = 
- $1.000,000[PY $1, n-7,r-0.04] 4545,000 [PV $1 Annuity,n-7,r-0.04] 
= 0.75992 1$1,000,000] + 6.00205 [$45,000] 
- $ 1,030,012 
Interest Expense = $ 1,030,012 X 0.04 
e $ 41,200 


Journal Entry: Interest Expense $51,200 
Premium $ 3,800 
Cash $55,000 


'4) New Book Value after first interest payment e $1,065,671 


New Present Value ~ Market Value = 


e $1,000,000[PV $1, n-19,re0.05] +$45,000 [PV $1 Anmuity,ne19,re0.04] 


_ 0.395734 [$1,000,000] + 12.08532 [$45,000] 


e $ 939,573 


Journal Entry : Premium $ 65,671 
Bond Payable $ 1,000,000 | 
| Cash $ 939,573 


р | Gain оп Retirement $ 126,098 
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QUESTION III (20 points) 
On January 2, 1986 the Rainbow Company entered into a 10 year lease with the IQ 
Computer Co. to lease one of their new computers. Rainbow agreed to make — 

> annual payments of $10,619, beginning December 31, 1986. Rainbow can borrow 


money at a rate of 12%, compounded annually. 
REQUIRED: | 


1) Assuming that the lease is properly recorded as an operating lease, prepare 
any journal entries required for 1986 on Rainbow's books. 


2) Wow assume that the lease is properly recorded ас a capital lease. Prepare 
any journal entries required for 1986 on Rainbow's books. n 


3. In two sentences or less, compare and contrast the expenses for 1986-1995 
on the financial statements if the lease is recorded as а capítal lease rather 
than an operating lease. ; | 
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The stockholder's equity section of the Duffy Corporation is shown below: 
DUFFY CORPORATION 
Partial Balance Sheet 12/31/86 


STOCKHOLDER'S EQUITY 
Common Stock $10 Par Value, Authorized 200,000 


shares, issued and outstanding 90,000 $Батез..-..--.--. $ 900,000 
Additional Раій-Ір-Саріса1.................-..%%%%%%%: 61,500,000 
Retained Earnings..... "бу _. АЛАПТЫ. Ге $5,000,000 

$6,400,000 


During the month of January 1987, the following events occurred: 

January 5: The board of directors declared a three-for-one stock split. At 
the time of the split, the market price per share was $70. 

January 10: The board of directors declared and issued a 10% stock dividend. 
At the time of the dividend, the stock had a market price of $28 рег share.. 
January 15: The corporation purchased 5000 of its shares of stock for use as 
treasury stock for $28 per share. 


January 17: The board of directors declared and paid a cash dividend of $1 per 
share. | 


January 22: 100 of the treasury shares purchased on January 15 were reissued. 

The company received $29 per share for these shares. 

. January 26: 100 of the treasury shares purchased on January 15 were reissuec. 
The company received $26 per share for these shares. 


January 31: Кес income for the month of January was $135,000. | 


1) Give journal entries for the events of January 10 through January 26, if any 
are required. 
2) Present an appropriate stockholder's equity section of the Duffy Corp. 


balance sheet as January 31, 1987, assuming that the books were closed at the 
end of January. 
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QUESTION V (35 points) 


Тһе December 31, 1987, adjusted pre-closing trial balances of Par and Sub 
Corporations are shown below. Several of the account balances for Par are 
missing in the trial balance below. On January 1, 1987 Par purchased 80% of 
the shares of Sub for $432,000. The balance in Sub’s Common Stock and Retained 
Earnings accounts on the date of purchase were: 

| Common Stock $300 , 000 

Retained Earnings $180,000 

The imvestment in Sub is the only investment owned by Par, and Par accounts for 
its investment in Sub on its own books using the equity method. The dividend 
declared by Sub during 1987 was paid in June of 11987. During 1987 Par sold со 
Sub merchandise that cost $30,000 to Sub for $40,000. Sub resold all of this 
merchandise during 1987 for $50,000. Note that Par amortizes goodwill over 40 
years. 


_Pre-Closing trial balances 


Par - Sub 
Debits 
Receivabies 60,000 20,000 
Investment in Sub ? --- 
Other Assets 640 , 000 540 ,000 
Cost of Goods Sold 536,000 100,000 
Other Expenses 221,000 20 , 000 
Amortization of Goodwill ? --- 
Dividend Declared &0 ,000 30,000 
7 710,000 
Credits 
Payables 50,000 30,000 
Common Stock 752,000 300,000 
Retained Earnings 233,000 180,000 
Sales Revenue 870,000 200,000 
Equity in Earnings 
of Subsidiary dE. --- 
à 710,000 


REQUIRED: Present а 1987 Consolidated Balance Sheet and Income 


the space provided on the following page- 


Statement in 
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Consolidated Balance Sheet for Par and Sub 
12/31/1987 


Income Statement 
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QUESTION 111 -- 


1. Operating Lease: Lease Expense $10,619 
Cash $10,619 


2. Present Value of Lease Payments at 12% is $60,000. 


Lease Asset $60,000 


Amortization Expense $6,000 
Lease Liability 560,000 


Accumulated Amortization $6,000 
Interest Expense $7,200 
Lease Liabiluty 53,419 

Cash $10,619 


%> 


Total Expenses Same. Capital Lease has higher expenses earlier, lower 
later. zx 


1. 1986: Investment in Bharat $150,000 Cash $7,500 
Cash $150,000 Investment in Bharat $7,500 


Investment in Bharat 515,000 | 
| | Equity in Earnings of Bharat $15,000 


1987: Cash $7,500 
+ Investment іп Bharat $7,500 


Investment in Bharat 515,000 
Equity in Earnings of Bharat $15,000 







Balance Sheet: 1986 1987 
Long Term Investments $410 ,000 $410,000 
Allowance for Excess | 
of Cost Over Market Value (30,000) (40,000) 
—. investment in Bharat 157,500 165.000 
$537,500 $535,000 
QUESTION V 
Balance Sheet: Liabilicies & Owner's Equity: 
Assets: Current 5 80,000 Payables $ 80,000 
Other $1,180,000 Minority Interest $106,000 
Goodwill $ 46,800 Common Stock $752,000 
$1,306,800 Retained Earnings 3685.800 
$1,306,800 
Income Statement: Sales $1,030,000 
Cost of Goods Sold (5 596,000) 
Other Expenses (6 241,000) 


Goodwill Amortization 


($ 5.200) 
$ 191,800 
Minority Interest in 

Earnings $ 26.000 
$ 175,800 


221 


i 


-= Fall 88 - EXAM 3 KEY 


QUESTION I 
Tax Depreciation Book Depreciation 
Year 1 67 25 
Year 2 89 50 
Year 3 33 50 


This only difference between tax and reporting books. 


inzuer as follows: 


Yr l- Tax Expense 70 Balance Sheet: 
Deferred Tax 16.80 Deferred Tax liability 16.80 
‚ Tax Payable 53.20 
Yr 2» Tax Expense 60 Balance Sheet: 
Deferred Tax 15.60 Deferred Tax Liability 32.40 
Tax Payable 44.40 
Ye 3° Tax Expense 60.00 Balance Sheet: | 
Deferred Tax 6.80 Deferred Tax Liability 25.60 
F^ | Tax Payable 66.80 
1/19 - Retained Earnings $756,000 


Common Stock  $ 90,000 
Additional Paid 
In Capital $666,000 





1/15 - Treasury Stock $150,000 
Cash $140,000 
1717 = Retained Earnings $292,000 5 
Cash $292,000 
1/22 - Cash ' $2,900 
Additional Paid In 
Capítal $ 200 
Treasury Stock $ 2,800 
1/28 = Cash 62,600 
Additional Paid In 
. Capital . $ 200 
Treasury Stock $2,800 
1/31/87 Comon Stock $ 990,000 Balance Sheet | 
Additional Paid In Capital $2,165,900 
Retained Earnings | $3,087,000 
| Treasury Stock 


6,108,900 
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Class Exercise ( Ono Te C fau P tt, Q 
Due February 1, 1996 j а. 
vy 


This exercise is designed to reinforce what you have learned during the first five classes. 
You are to solve the case in groups of three or four people. A single solution should be 
handed in for each group. On this and any other group projects, names of all group 
members must appear on the solution. Please be neat in your presentation; I prefer typed 
solutions, but this is not a requirement. However, your work must be presented in an 
orderly, legible fashion. You do not have to show your work, but it will help you later on 
if you do so. 
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EXERCISE 
On The Cusp Technology 


On The Cusp Technology (OTCT) operates a heat resistant nose cone company. Because 
of recent expansion opportunities and related financing needs, OTCT management has 
decided to issue more bonds. The CEO needs help since his expertise, such as it is, lies in 
the stars. 


The CEO shows you the following balance sheet for May 31, 1990 prepared by his 
previous accounting firm: 


Balance Sheet 
On The Cusp Technology 
Assets Liabilities & Equity 
Cash 5 50,000 Accounts Payable $ 67,000 
Accounts Rec 75,000 Advances from Customers 110,000 
Inventory 125,000 | Bond Payable 100,000 
Equipment 345,000 Common Stock | 100,000 
Building 168,000 Ада” Paid In Cap 111,000 
Accum. Deprec. (175,000) Retained Earnings 100,000 
Total Assets $588,000 Total Liabilities &Equities $588,000 


Transactions for the month of June 1990 and additional information include: 


1) 


2j 


3) 


4) 


P 


6) 


А new computer costing $3 5.000 was purchased. А cash payment of 
$20,000 for the equipment was made on June 1 with the remainder to be 
paid July 31, 1990; a note payable was given to the vendor. 


On June 5, OTCT declared and paid a dividend of $15,000 cash to its 
shareholders. 


Sales during June to cash customers amounted to $200,000. Sales to customers 
on credit were $150,000. These exclude sales to customers for which deposits had 
been make prior to June 1. 


$80,000 in cash was collected during June from credit customers. 
Nose Cones with a sales value of $85,000 were delivered to customers that had 
made previous deposits. $40,000 in cash was collected from these customers upon 


delivery. 


OTCT purchased $150,000 of merchandise from various suppliers. All purchases 
were made on credit. 


7) 


8) 


9) 


10) 


11) 


12) 
13) 


14) 


Тһе 5100,000 bond payable requires periodic payments of interest оп May 31 and 
November 30 of each year. The interest on the bond is 18% annually. 


Depreciation expense on all equipment and buildings for the month is recorded at 
$17,000. | 


Cash wages paid to employees during June totaled 520,000. 


Customers made cash deposits of $60,000 for $150,000 worth of goods to be 
delivered in July and August. 


Miscellaneous expenses of $70,000 were incurred in June. All of these expenses 
were paid in cash during June. 


A count of the inventory on June 30 revealed $95,000 of merchandise on hand. 
OTCT made cash payments of $135,000 to suppliers during June. 


Equipment with an original cost of $40,000 and accumulated depreciation of 
$30,000 was traded to a supplier in lieu of $10,000 owed on account. 


REQUIRED: Present the income statement for the month ended June 30, 1990 and the 
balance sheet as of June 30, 1990 for OTCT. | 


227 


228 


Case 1 - Chapter2 — 
When is a Liability a Liability? 


Attached are selected financial statement data for 1985-1987 for Texaco, Inc. We 
included balance sheets, footnote data, and the auditor’s opinions, as well as an insert 
included in the 1985 report to shareholders. Also attached is an article by Ed Deakin 
concerning Texaco’s financial statement disclosure of its litigation with Pennzoil 
Company. We included the Deakin article to give some “deep background" about the 
nature of the controversy between Texaco and Pennzoil, and you should not worry about 
the accounting complexities of defining a “contingency”. | 


Our main concern here is that you consider the “gray” areas involved in defining assets 
and liabilities. In particular, consider “appropriate” classification for the damages 
assessed by court authorities on Texaco in the 1985 to 1987 period. Texaco recorded no 
liability on its balance sheet for the Pennzoil judgment until it negotiated a settlement 
with Pennzoil in 1987, after it had declared bankruptcy. 


Would it have been appropriate for Texaco to record the liability as the $10.5 billion 
originally awarded by the judge in Houston? Was it appropriate for no liability to have 
been recorded until the suit was actually settled? Based on our definition of a liability 
(see Ch. 2 lecture notes), what argument would you make for why the damage didn’t 
appear as a liability? 


С 
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TEXACO-PENNZOIL SUIT 
IN PERSPECTIVE 


JUDGMENTS 


Few legal decisions have generated the widespread criti- 
cism that followed the December 10, 1985 judgment of the 
Texas State District Court in Houston against Texaco Inc. 


_ totaling $11.1 billion, including $600 million prejudgment 


interest. The award arose from a suit brought by Pennzoil 
Company, claiming that Texaco had tortiously interfered 
with an agreement for Pennzoil to acquire 3/7ths of the 
shares of Getty Oil Company. This judgment, the largest 
in the history of the civil justice system, is against the 
weight of the evidence and unrelated in amount to the 
alleged wrongs. 


[n vigorously pursuing a reversal of this unjust action by 


the state court, Texaco on January 16, 1986 obtained a 
preliminary injunction from a U.S. District Court in New 
York barring Pennzoil from taking any action to enforce its 
judgment against Texaco, pending Texacos appeal of the 
judgment. As a condition of the federal injunction, Judge 
Charles L. Brieant, Jr, ordered Texaco to provide security 
in the amount of $1 billion _ — - 

While the federal injunction is in effect, it also prevents 
Pennzoil from attaching liens to any of Texacos property. 
As a result, the injunction obviates the need for Texaco to 
post a bond in Texas equal to the full amount of the 
judgment in order to pursue its appellate rights. | 

Judge Brieant's decision to grant the injunction was 

upheld unanimously on February 20 by a three-judge - 
panel of the US. Court of Appeals for the Second Circuit, 
clearing the way for Texaco to pursue a meaningful 
process of appeal in the state courts without the fear of 
crippling consequences stemming from the Texas lien 
and bond requirements. The appeals court decision 
was announced shortly after the refusal by Texas State 
Court Judge Solomon Casseb, Jr, to even hold a hearing 
on Texacos motion for a new trial unless certain 
challenges to his eligibility to sit as a retired judge were 
dropped. Texaco on March 7 filed a notice of appeal of 
the $11.1-billion judgment. 


KEY POINTS 


Following are the key points of Texacos position on the 
litigation with Pennzoil: - 

Texaco acted prudently, ethically and legally in its 
acquisition of Getty Oil Company. Texaco has never rade 
an unfriendly offer for any property. Pennzoil's claim that 
Texaco had tortiously interfered with a Pennzoil agree- 
ment to acquire 3/7ths of the shares of Getty is without 
merit. Texaco and other companies were invited by Getty 
representatives to submit offers because Pennzoil had 
made an unsolicited tender offer for a part of Getty and 
was attempting to assert control over Getty through pri- 
vate arrangements which were in conflict with securities 
laws and at a price the Getty directors and their advisors 


considered unfair. 


Texaco’s dealings with the Getty entities - 


- the Getty Museum, the Getty Trust, and Getty Oil 


Company — Texaco was repeatedly assured by them and 
by its own legal counsel and financial advisors that the 
Getty entities had not sold their interests to anyone and 
were free to accept an offer from Texaco. During the 
four-and-a-half month trial in 1985, Pennzoil never offered 
a single witness who had been present at the Getty board 
meetings to contradict the sworn testimony of those 
who were there that no contract with Pennzoil had ever 
been approved. 

The judicial process was marked by numerous exam- 
ples of the fundamental unfairness towards Texaco. 
Shortly after Pennzoil filed its claim against Texaco, for 
example, Pennzoil's lead trial attorney made a $10,000 
campaign contribution to the presiding judge, Anthony 
Farris, whose reelection was uncontested at that time. 
Neither the court nor Pennzoil advised Texaco of the 
contribution. (Texaco learned about the contribution 
from another source several months later.) Texacos 
motion to disqualify Judge Farris was denied on the 
ground that “mere bias” was an insufficient basis for 
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Despite suffering f rom а serious heart condition on the | 


‘eve of the trial, Judge Farris refused to step down from 
the case. During the ensuing weeks, the presentation of 
Texacos case in the complicated litigation was seriously 
marred by his frequent absences for health reasons. 


: Texacos ability to present its case was also crippled by 


Judge Farris’ repeated refusals to admit as evidence the . 
. testimony of key witnesses for Texaco on the basis 
that they constituted "legal opinion" On the other hand, 
the judge admitted into testimony the opinions of two 
Pennzoil executives, who are attorneys: |.. . 
When Judge Farris was forced by deteriorating health 


to step aside, after 75% of the trial had been completed, he . 


was succeeded by Judge Solomon Casseb, Jr, who never 
“read the record, but stared that he was bound by the 


" previous rulings of Judge Farris. 
- - ‘Judge Cassebs instructions to the jury prior toits . . 


"deliberations were seriously at odds with New York law, 
“which both parties acknowledged would govern the case. 


’ The jury should have been, but was not, asked to find. . 


. whether there was а binding and enforceable contract .. 
"between Pennzoil and the three Getty entities. The judge. 
failed to instruct the jury that Texaco could not be found 


- 


: to have interfered unless it had actual knowledge of the 


existence of a contract. Even then it could be held liable . 


а, 


“clear that the jury misunderstood the operation and." 
- limitations of thé indemnities included in the purchase 


* 
т 


contracts with the Getty entities This confüsion was -` . 


; compounded by the trial court's failure to properly instruct | 


COMMENTARY 


Since the Texas State District Court entered its judgment 
for $11.1 billion in damages and interest, many news- 


_ papers, financial analysts, and members of the business | 


community have spoken out on the case. Repeatedly,” 
their comments have focused on the obvious unfairness 
of the verdict and the unsupportable size of the judgment. 
Reacting to the unjust application of the Texas state 
lien and bond provisions to Texaco in this case, which 


- provisions would effectively have denied Texaco its right to 


appeal the verdict, a large number of government officials . 
submitted "friends-of-the-court" briefs in the Federal 


‚ district and appeals courts supporting the issuance of 


injunctive relief for the Company. These filings included 
numerous members of the U.S. Congress (particularly .` 
members from certain states where the Company operates), 
the Senate majority leader, the ranking majority and 


‚ minority members of the House Judiciary Committee, - 


the ranking minority members of the Senate Finance 
and Energy Committees, and state governments where. 
Texaco has key operations. 

OUTLOOK 


With the affirmance by the US. Court of Appeals for the 


Second Circuit in New York of the lower federal courts 


preliminary injunction against Pennzoil, Texaco is pro- - 


ceeding with its right to appeal the state court judgment. 


- in the Texas state courts. The Company feels the jury's 


whelming weight of evidence and applicable law 
Given the potential impact on the Company of a pro- - 


"longed period of litigation, the Company has said that, if a 
- solution can bé negotiated that is reasonable under the |. 
7 circumstances and puts the situation to rest, the gain ОГ. 
"ers is clear. However, if a settlement cannot be reached, 


Texaco will continue to press forward vigorously in the 
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- parties who were not its agents—and the indemnities did -. 
Bit change this Texaccs willingness to grant the limited ` 
-Tepi ions that the Getty Museum and Trust were. 
2 fot bound by any prior agreement with Pennzoil. 


-courts for the overturn of this patently unjust decision and 
г While, in the absence of a reasonable settlement, Texaco 
intends to pursue all available remedies, the ultimate out -. 
come of the Texaco-Pénnzoil litigation is not presently 
determinable. For further information, see Note 16 to the 
Consolidated Financial Statements on Page 2% : 
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roco Inc. and S ubsidiary С ompanies 
Ő 


Millions of dollars 


of December 31. ж ' 1985  " =: 
ООВ Солоон 
556215 

urrent Assets: 

Cash $ 785 $ $2 


Cash investments and marketable securities—at cost T 988 1.083 
Accounts and notes receivable (includes receivables from a significant 

nonsubsidiarv company of $62 million in 1985 and 551 million 

in 1984). less allowance for doubtful accounts of $60 million 





in 1985 and $35 million in 1984 5,825 _ 4162 
Inventories  - | | 207 722762 2495 
Deferred income taxes and other current assets | 440 821 
otal current assets | Rie | 10,934 9.545 
1vestments and Advances | | 2,700 270) 
‘roperties. Plant. and Equipment: | 

ALCOSE | 37,154 _ 36.678 

Less—Accumulated depreciation, depletion, and amortization 14,218 12.248 
vet properties, plant. and equipment j i | ' 22,8085 24429 
deferred Charges | 5 1,133 979 
‘otal "n | $37,703 $37 74 


Im c €— ——————— Á———nm———————————————————Às 


abilities, Redeemable Preferred Stock, and Common Stockholders' Equity 











-urrent Liabilities: 
Notes payable and current portion of long-term debt 5 2,693 $ 849 
Accounts payable (includes payables to a significant nonsubsidiarv | | 
company of $131 million in 1985 and $ 117 million in 1984) | | 3,477 2519 
Accrued liabilities 2,388 2.120 
Estimated income and other taxes 2.233 ET 
[otal current liabilities —. 309/51. 80%- 
Long-Term Debt | 6,808 10,489 
-apital Lease Obligations | 148 726 
Deferred Credits—Income Taxes 2,501 2.160 
Other Deferred Credits and Noncurren? Liabilities | 2.683 2345 
Minority Interest in Subsidiary Companies 443 212 
Preferred Stock par value $1: 
Shares authorized— 30,000,000 
Redeemable Series A Preferred Stock— 
at a stated value of $50 per share: | 
Shares authorized and issued— P 
12.627054 in 1984 and retired in 1985 еш 631 - 
Series А Preferred Stock (redeemable)— 
at a stated value of $8,000 per share: 
Shares authorized—8,000,000 
Shares issued =none о | | == - 
Common Stockholders’ Equity: 
Common stock—par value $6.25: Shares authorized—350,000,000 
Shares issued—274,293,417 іп 1985 and 1984, a воа : 1714 1714 
Paid-in capital in excess of par value 660 660 
Retained earnings . l 12.879 12401 
15,253 14775 
Less—Common sock held in treasury —28372,579 shares in 1985 
and 36,625,796 shares in 1984, at cost | -._ 1825 . 158 
Total common stockholders’ equity | 13428 7 ET 
Total | 537,703 $ 37,74. 


n—— M Ó———ÓPÓ————————Á—MÁ————ÀM—————————ÓM——— ——— 


See accompanying description of significant accounting policies and notes to consolidated financial statements. 
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Note 16. Contingent Liabilities 2 
Pennzoil Litigatton— On December 10. 1984 the District Court 
of Harris County. Texas entered judgment for Pennzoil Company 
against Texaco Inc. in the amount of $10.5 billion as actual 
and punitive damages and $600 million as prejudgment interest 1n 
Pennzoil Company vs. Texaco inc.. an action in which Pennzoil 
claims that Texaco tortiously interfered with Pennzoil’s alleged con- 
tract to acquire a minority interest in Getty Oil Company. Inter- 
est will accrue on the total $11.1 billion judgment at the simple rate 
of 10% per annum from the date of judgment. Texaco believes 

that there is no legal basis for the judgment, which it believes 15” 
` contrary to the weight of the evidence and applicable law, Texaco is 
pursuing all available remedies to set aside or to reverse the find- 
ings. In this connection, Texaco will expeditiously file its appeal in 
. the Texas Court of Appeals. 


Federal regulations in calculating the proportions of new, old, 
ae deg inl 


allowed to seek review of the decision by the Federal Energy Regu- 
i i is not ob- ; 


тЫ 
| jes were v liable in the amount million as 
directly or indirectly, on loans 


of others. Also, the Company and certain of its subsidiary compa- 
nies have guaranteed sufficient revenue, from petroleum processing 
or shipments. to associated pipeline companies, an offshore oil 
port. and refining companies, or in lieu thereof. have agreed to 
advance funds sufficient to meet their individual debt obligations. 
No loss is anucipated by reason of such obligations. Г 

As of December 31. 1985 several states had suits pending against 
Texaco and a number of other petroleurn companiesalleging, . 
among other things, that the defendants combined and conspired 
to restrain trade in the exploration. production. transportation. and 
sale of crude oil and in the refining, distribution. and markeung of 
petroleum products in violation of the antitrust laws of the United 


‘States. These suits seek divestiture of certain of Texaco's oper- 


ations. and treble damages in unspecified amounts. The Company 
has denied all such allegations. and is vigorously defending against 
these actions. [п 1981. the Federal Trade Commission dismissed its 
complaint against Texaco and seven other companies involving 
similar allegations. In June, 1985, the suit by the municipality of 


Long Beach and the State of California charging violations of the 


‚ United States and California state antitrust laws with respect to the 


purchase and sale of crude oils in California was dismissed by the 
Federal District Court in Los Angeles. Plaintiffs have asked for 
reargument of the dismissal, and failing that. have indicated an 
intention to appeal, On February 19, 1986. Long Beach and the State 
of California filed a new case similar to that already dismissed by 
the Federal Court (but for a later period) in the California State 
Court against many of the same defendants. alleging that de- 

nts’ practices, concerning crude oil purchases and sales. 
posted prices, and their operation of crude ой pipelines, violated 
various California state laws. Texaco will deny the allegations and 
vigorously defend against these charges. 

In January, 1983, Getty filed a complaint in the U.S. District 
Court for the Southern District of New York against the State of 
Kuwait and four related entities. The complaint seeks to һай 
liftings of oil by Kuwait in excess of its 50% share in the Parutioned 
Neutral Zone located between Saudi Arabia and Kuwait and 
asks for compensation for past overliftings. In March. 1983. the 
defendants filed an answer and counterciaim denying liability 


barreis) that Kuwait claims is owed by Getty to Kuwait. Getty has 
responded to the counterclaim denying any liability to the defendants. 





and its subsidiaries. 
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2. 

Texaco inc. and Subsidiary Companies, 

i i pi re 
AUDITORS' REPORT 


ARTHUR ANDERSEN & Со. 
New YORK. N. Y. 
To the Stockholders. Texaco Inc.: 


We have examined the consolidated balance sheet of Texaco Inc. (a Delaware corporation) and subsidiarv 
companies as of December 31, 1985 and 1984. and the related statements of consolidated income, retained 
earnings and changes in financial position for each of the three years in the period ended December 31. 1985. 
Our examinations were made in accordance with generally accepted auditing standards and. accordingly, 
included such tests of the accounting records and such other auditing procedures as we considered necessary 
in the circumstances. | ' 

As more fully discussed in Note 16 of the Notes to Consolidated Financial Statements, on December 10. 
1985 the District Court of Harris County, Texas entered judgment against Texaco and awarded the plaintiff 

-substantial damages. While the Company intends to pursue all available remedies to set aside or to reverse the 
findings, the ultimate outcome of this litigation is not presently determinable. | 

Іп our opinion, subject to the effect on the 1985 financial statements of such adjustments. if any. that might 
have been required had the outcome of the litigation mentioned in the preceding paragraph been known, i 
the financial statements referred to above present fairly the financial position of Texaco Inc. and subsidiary 
companies as of December 31, 1985 and 1984, and the results of their operations and the changes in their 
financial position for each of the three vears in the period ended December 31,1985, in conformity with 
generally accepted accounting principles applied on a consistent basis. jd 


= 


February 27, 1986. 





The Audit Committee of Texaco Inc. was established іп 1939 andis. accounting policies and reporting practices. internal auditing, 
comprised presently of five nonemploye Directors. Two meetings internal controls, security procedures. and other matters deemed 
were held in 1985 The outside auditors and such officers and other iate The Audit Committee also reviews the quality _ 
employes of the Company, as necessary, depending on the narure of standards maintained by Arthur Andersen & Co. in their audit of 
the matters under review, are in attendance at meetings of the Texaco's financial statements and evaluates their independence 


Committee. The Committee reviews and evaluates the Company's and professional competence, as well as the scope of their audit. 





(CONSOLIDATED BALANCE SHEET- 


Texaco Inc. and Subsidiary Companies 





___Millicasofdolters 
As ef December 31, ' — 4866 1685 
Assets 
Current Assets: : 
| $ 794 5 789 
Cash investments апа marketable securities—at cost 2.206 | саз 
Accounts and notes receivable (includes receivables from a significant 
nonsubsidiary company of $32 million in 1986 and $62 million 
in 1985). less allowance for doubtful accounts of $49 million ; 
in 1986 and $60 million in 1985 _ 3,794 5.225 
Inventones | = | : 2,826 2.792 
Deferred income taxes and other current assets =: 183 440 
Total current assets | 9,809 102% 
Investments and Advances 2,552 2700 — 
Properties, Plant. and Equipment: | 
АХ COSI | 37,875. 37.154 
Less—Accumulated depreciation. depletion, and amortization 16,214 14.218 
Net properties. plant, and equipment ‚ 21,561 22.335 
Deferred Charges 818 1,133 
Total 534,940 537,703 
Liabilities and Common Stockholders’ Equity 
Current Liabilities: | ; | 
Notes payable and current portion of long-term debt $ 1,553 $ 2693 — 
Accounts payable (includes payables to a significant nonsubsidiary > 
company of $63 million in 1986 and 5131 million in 1985) 2,161 3.471 
Accrued liabilities 2,294 235 
Estimated income and other taxes | ‚ 1,933 2.233 
Total current liabilities ` 7.741 10.791 
Long-Term Debt — à 6,857 5.908 
Capital Lease Obligations | 703 749 
‘Deferred Credits—Income Taxes 2,545 2.501 
Other Deferred Credits and Noncurrent Liabilities 2,7177 2.683 
Minority Interest in Subsidiary Companies | 478 — 443 
Common Stockholders’ Equity: 
Common stock—par value $6.25: Shares authorized —350,000,000 
Shares issued—274, 293,417 in 1986 and 1985 including treasury stock 1,714 1,714 
Paid-in capital in excess of par value 658 650 
Retained earnings 12.882 1253 
15,254 15.253 
Less--Common stock held in treasury—32.018,991 shares in 1986 
and 35,372,579 shares in 1985 at cost _ 1,515 211,625 
Total common stockholders’ equity 13,739 113,528 
Total $34,940 $37,703 


See accompanying notes to consolidated nancial starements. 
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS три | 


forwards аге recognized. For financial reporting purposes. such 
loss carryforwards amounted to approximately $389 million. 
Foreign tax credit carryforwards available for U.S. Federal 
income tax purposes amounted to approximately $663 million at 
December 31. 1986. expiring at various dates through 1991. 


Note 16. Employe Benefit Plans | | 
Reserves for emplove plans are provided principally for separation 
benefits payable to employes, for incentive compensation plans, 
and for the unfunded costs of various pension plans. 

Texaco Inc. and certain of its foreign subsidiaries have various 
savings plans. as well as unfunded health care and life insurance 
plans, the costs of which are shared by the employers and the 
emploves. The Company's costs in connecuon with these plans are 
charged to expense currently. 

The Company's total expense in connection with retired em- 
ployes health care and life insurance benefits in 1986, 1985 and 
1984 were 527 million, $26 million. and $25 million. respectively. 
Substantially all of these amounts relate to retired US. employes. 


Pension Plans— Worldwide: | 
Texaco Inc. and certain of its subsidiarv companies һауе pension 
plans available to substantially all of their employes. Amounts 
charged to worldwide pension expense. as well as amounts funded. 
are generally based on actuarial studies. In general. pension 
obligations are funded by deposits with insurance companies and 
trustees. 


corporate 
_ During 1986, Texaco adopted, for the U.S. plans only, the pen- 
sion accounting principles set forth in Financial Accounung 
Standards Board (FASB) Statement Nos. 87 and 88. 
The total expense for employe pension plans of Texaco Inc. and 
subsidiary companies was $79 million іп 1986, $171 million in 1985 
and $209 million in 1984. | 


Total 1986 pension expense $ ч 
The assumed long-term investment return on plan assets was 9% 
с=ш= те. шшш шшш ыы 


= 


The funded status of all United States pension plans was: 
— Е | 
Year coded December 31, 1236 
Mlillicas of dollars 
НН Т иаа = 
Present value of the estimated pension | 

benefits to be paid in the [uture 


(based oa an 8% discount rate): 
Vested benefits $ (257 
Nonvested benefits 1129] 
Efiect of projected future salary increases 

(based on a weighted average salary | 

progression rate of 6.3%) МЕЗ) 
Total редестесі benefit obligauons 11454) 
Amount of assets available for benefits: 
Funded assets of the plans. at fair value 1355 
vet pension liability recorded on Texacos 

Consolidated Balance Sheet 158 
Total assets “623 
Assets in excess of projected benefit obligations | $ 69" 

*Conssung of: 81 

Lanrecog ruzed net assets existing at the 

бле of adopuon of FASB Susement No. 87 $ 253 
Effect of changes in assumptuons difference | 

berecen actual and esurnated ехрепепсе (190) 

% 69 


The actuarial present value of projected pension benefit obliga- 


“еге 17. Coatingent Liabilities 

Peanzoil Litigation mJ 

Suse Court Action-- On December 10, 1985. the 1515: District Court 
of Harns County, Texas entered judgment for Pennzoil Company 
agunan Texaco Inc. in the amount of $11.1 billion, comprised 
of $7.5 billion 2) damages, $3 billion 





сик ке Teaco е See i 
or to reverse the judgment. 
Texaco Inc. filed its appeal in the Court of Appeals for the First 
Supreme Judicial District of Texas (Texas Court of Appeals) 
iocmed ш Houston on March 7, 1986. Oral argument on the appeal 
beid on July 31, 1986. Оп February 12, 1987, the Texas Count . 
of Appeals rendered its opinion finding that there was error in the 
porvon of the judgment awarding punitive damages, and ordered 
thas of Pennzoil filed a remittitur of $2 billion, the judgment will 


28 


be reformed to reduce the award by $2 billion апа afnrmed as 
reformed: otherwise, the judgment will be reversed and remanded 
for a new trial. Pennzoil has filed a purported remittitur which. if 
‘accepted by the court. will result in а reduction of the judgment to 
$91 billion. Interest will continue to accrue on the $91 billion a the 
rate of 10% per annum from the date the District Court of Harris 
County entered the judgment. 

Either party objecting to the decision of the Texas Court of 
Appeals may seek a rehearing in the Texas Court of Appeals there- 
after and арріх for a Writ of Error in the Texas Supreme Court 
seeking a review of the case. Except in limited circumstances in 
which it is required to accept a case for review, the Texas Supreme 
Court has discretion to decide whether or not to review the case. If 
it decides to review the case, the Texas Supreme Court may, among 
other actions it might take, reverse the decision rendered by the 
Texas Court of Appeals in whole or in part, render judgment for 
Texaco Inc.. remand the case for further proceedings in the lower 
courts (which may. among other possible proceedings, include a 
new trial), or affirm whatever decision the Texas Court of Appeals 


If Pennzoil's request is denied. it is expected that Pennzoil will 


.Ourt of Appeals. 
Either party objecting to a final decision of the Texas Supreme 
Court on the basis of federal law may file a Petition for Writ of 


ceedings in the Texas courts were consistent with federal law or that 
they were inconsistent with federal law. In the latter event, the US. 


that 
be dismissed or remand with directions that further proceedings 
not inconsistent with the U.S. Supreme Courts decision (which 
may, among other possible proceedings, include a new trial) be had. 


judgment debtor's real property in Texas. мк 

i On January 16. 1986, the United States District Court for the 
Southern District of New York (District Court) granted Texaco 
Inc. а preliminary injunction which enjotns Pennzoil from taking 


any action to enforce or to attempt to enforce the judgment. 
pending Texaco Inc.'s appeals (including any proceedings in the 
ULS. Supreme Court). as the District Court found that enforcement 


of the judgment would probably force Texaco Inc. into liquidation 


or bankruptcy. 

To satisfy the $1 billion security requirement established bv the 
District Court in connection with the preliminary injunction. on 
February 5 1986, Texaco Inc. placed 65 million shares of Texaco 
Canada Inc. common stock with the Clerk of the District Coun. 
On February 20, 1986, the United States Court of Appeals for the 
Second Circuit affirmed the grant ofa preliminary injunction. 
Under the terms of the preliminary injunction and a subsequent 
order of the District Court, Pennzoil may, upon а showing of 
changed circumstances, move the District Court for modification 
of the terms of the preliminary injunction, including the amount 
and form of the security. 3 

Pennzoil appealed the decision of the United States Court of 
Appeals for the Second Circuit to the US. Supreme Court. and on 
June 23. 1986. the U.S. Supreme Court announced that it would 
hear Pennzoil’s appeal. Oral argument was held on January 12. 
1987. Texaco Inc. cannot predict with апу degree of certainty when 
the US. Supreme Court might render a decision. However, it is 
anticipated that the U.S. Supreme Court will render a decision 
before it adjourns in June or July of 1987. In the event the decision 
of the Court of Appeals for the Second Circuit is reversed by the 
U.S. Supreme Court. Texaco Inc. will pursue all available avenues 
for securing the same or similar relief presently afforded by the 

Settlement —Efforts by Texaco Inc. and by an intermediary 
to secure a reasonable and economic settlement of the Реппго] 
litigation have not been successful to date. 


= 


_ Effect on Texaco Inc. — Ifat any time during the pendency ofthe - 


full appellate review of the judgment, Texaco Inc. no longer were to 


have the protection from the imposition of liens or other enforce- 
ment of the judgment—whether that protection is provided by the 


ict Court's preliminary injunction, or alternatively, by the 
representations made to various federal 


Energy (DOE) relating to the pricing practices 
September, 1973 through January, 1981, when Federal crude oil and 
price controls were in effect. The most 


notable of those disputes involves Texaco incs method of calcu- 


those PRO allegations. The Order found overcharges of $235 mil- 
lion through August. 1976 plus interest of $568 million through 
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Texaco Inc. and Subsidiary Cornparues 
nn Lea ; 2 = -— 
AUDITORS' REPORT i | 


ARTHUR ANDERSEN & СО. 
New YORK. N. Y. 


To the Stockholders, Texaco Inc.: | 

We have examined the consolidated balance sheet of Texaco Inc. (а Delaware corporation) and subsidiary 
companies as of December 31, 1986 and 1985 and the related statements of consolidated income, retained 
earnings and changes in financial position for each of the three years in the period ended December 31, 1986. 
Our examinations were made in accordance with generally accepted auditing standards and. accordingly, 
included such tests of the accounting records and such other auditing procedures as we considered necessary 
in the circumstances. . 


A judgment against Texaco Inc. has been rendered by the District Court of Harris County, Texas and 
substantially affirmed by the Court of Appeals for the First Supreme Judicial District of Texas. The Federal 
courts have granted a preliminary injunction which enjoins the Texas plaintiff from taking any action to 
enforce or attempt to enforce the judgment during the appeals process. A United States Supreme Court 
decision is pending regarding the Texas plaintiff's appeal to have the preliminary injunction overturned. 
Certain developments. as more fully explained in Note 17 to the Consolidated Financial Statements, could 
cause Texaco Inc. to face prospects such as having to seek protection of its assets and business pursuant to the 
bankruptcy and reorganization provisions of Chapter 11 of Title 11 of the United States Code and being 
subject to liquidation of significant assets. While Texaco Inc. intends to pursue all available remedies to set 
aside or to reverse the judgment entered by the Texas District Court, the ultimate outcome of this litigation is 
not presently determinable. 


а а абак т-д. 


AUDIT COMMITTEE DUTIES 

The Audit Committee of Texaco Inc. was established in 1939 andis and reporting practices, internal auditing, internal controls. secu- 
comprised presently of five nonemploye Directors. Two meetings rity procedures, and other matters deemed appropriate. The Audit 
were held in 1986. Depending on the nature of the matters under Committee also reviews the quality standards maintained by | 
review, the outside auditors, as well as certain officers and employes Arthur Andersen & Co. in their audit of Texaco's бпапаа! state- 
of the Company, may attend all or part of a meeting. The Com- ments and evaluates their independence and professional 

mittee reviews and evaluates the Company's accounting policies competence, as well as the scope of their audit. 


CONSOLIDATED BALANCE SHEET 


23 


Millions of dollars 
As of December 81. | 137° ЕЕ. 
oo тн нн наннан енеке нн 
Assets | 
Cash 


3. 3I $ 794 
Cash investments and marketable securities—at cost 


‚ 3,135 2.206 
СЕ Е tonto к майыскан EINE 
in 1967 and $32 million in 1986) less allowance for doubtful accounts of $29 million in 1987 and $49 million in 1936 4,178 3794 
Inventories - 2,887 2.826 
Deferred income taxes and other current assets 209 189 
Total current assets 11,386 9.809 
Investments and Advances 3,225 2.532 
Properties, Plant, and Equipment: 
At cost 38,473 37.875 
Less—Accumulated depreciation, depletion. and amoruzation | 18,151 16.214 
Net properties, plant, and equipment 18,722 21.661 
Deferred Charges | 62% 818 
Total 


$33,962 534540 


Notes payable and current portion of long-term debt $ 1118 $ 1,553 
Accounts payable (includes payables to a significant nonsubsidiary company | 
of 558 million іп 1987 and $63 million in 1986) | 1,375 2.161 
Accrued liabilities : = 1,334 2.094 
Estimated income and other taxes 1.530 1333 
Total current liabilities | 6,111 1741 
Liabilities Subject to Chapter 11 Proceedings 14,345 - 
Long-Term Debt 155 6.857 
Capital Lease Obligations 367 703 
Deferred Credits—Income Taxes 1,296 2.645 
Other Deferred Credits and Noncurrent Liabilities 2.003 2.7711 
Minority Interest in Subsidiary Companies 507 478 
Common Stockholders’ Equity: 
Common stock—par value $6.25: Shares authorized—350,000,000 
Shares issued—Z4,293,417 in 1987 and 1986, including treasury жоса 1,714 1,714 
тете e айы NATE 657 658 
Retained earnings RS 8294 12.882 
| ілі 10,465 15254 
Less—Commeon stock held іп treasury—o1,441,423 shares in 138: | 
and 32,018,991 shares іп 1886, at cost : | _ 14494 1.515 
Total common stockholders’ equity _ 3,171 _13.739 
534,940 


Total $33,962 
Reference is made to Note 1, “Chapter l—Pian of Reorganization.” and Note 2, "lemreemerung end Agececed Charges” 


See accompanying description of significant accounting policies and notes to consotxdssed Saanaa! samena 
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (continued) 


Treco ine and Subsidisry Compeuies 


32 


The funded status of all United States pension plans was: 


Lm E. и ии же --шлт-ешше 
As of December 81, 1387 1986 
ill lars 


Present тше of the estimaced pensio 
benefits to be paid in the future 
(based en discount rares of 9% for 1987 





The ial value of projected pension benefit obligati 
exriudes the effect of future years of employees’ service. However, the 
actuarial assumptions utilized for funding and expense purposes for 


Note 16. Contingent Liabilities 

T il Liti - ^ : 

State Court Action—On December 10, 1985, the 15151 District Court of 
Harris County. Texas entered judgment for Pennzoil Company against 
Texaco Inc. in the amount of $111 billion, comprised of $25 billion 


Texaco Ine. filed its appeal in the Court of Appeals for the First 
Supreme Judicial District of Texes (Texas Court of Appeals) located in 
Houston on March 7,1980. On February 12, 1987, the Texas Court of 


redaction of the judgment 401 billion. Under relevant law, the ulti 
mate allowed amount of any claim of Pennzoil will be determined in 
Texaco Inc's Chapter 11 case. 

On Јоле 15.1987 Texaco inc. submitted an application for a Writ of 
Error to the Texas Supreme Court (Court) asking the Court to review the 
decision of the Texas Court of Appeals. Оп November 2, 1987 the Court 
refused to grant the Writ of Error so that under Texas lew, the $9.1 
billion Pennzoil judgment became final, subject onty to discretionary 
review by the Supreme Court of the United States (U.S. Supreme Court). 

Texaco Inc's oniy remaining avenue of direct review of the Pennzoil 
judgment is by petition for а writ of certiorari to the US. Supreme 


Court. Texaco Inc. does not have an absolute right of review by the U.S. 
Supreme Court. 

if the U.S. Supreme Court were either to deny Texaco Inc5 petition for 
a writ of certiorari or to grant such petition and affirm the Pennzoil 
Judgment, Texaco Inc. would be relegated to a collateral attack on the 
validity and the amount of the Pennzoil judgment in a court of com- 
petent jurisdiction. Although Texaco Inc. would intend to litigate such 
issues and propose a reorganization plan that would provide for the 
treatment of the Pennzoil judgment claim that would minimize its 
adverse impact on the continuing operations of Texaco inc. there сап 
be no assurances whatsoever that Texaco Inc. would be successful. If 
such efforts were not successful. Texaco Inc. would be liable for the ЕШ 
amount of the Pennzoil judgment plus postjudgment interest. 

If the US. Supreme Court were to grant Texaco Inc's petition for a 
writ of certiorert and hold in favor of Texaco Inc. it could either enter - 
final judgment in Texaco Inc's favor or remand the case to the Texas 
courts for a new trial or further proceedings. И final judgment were 
entered in Texaco Inc's favor by the U.S. Supreme Court, Pennzoil would 
receive no payment from Texaco Inc. 

Teras Bond and Lien Provisions —Texas law provides that an unse- 
cured judgment creditor (such as Pennzoil) may enforce its judgment by, 
among other things, executing on the judgment or imposing judgment 
liens on the property of the judgment debtor, thereby becoming a 
secured creditor Texas law also provides that the judgment debtor may, 
in order to stay execution on the judgment during the pendency of 
appeals, post a supersedeas bond; that such bond must be in an amount 
at least equal to the amount of the judgment, interest and costs; and 
that, even if such a bond is posted, a judgment creditor may place liens 
upon the judgment debtor's real property in Texas. + 

After the US. Supreme Court dissolved the injunction earlier granted 
by the United States District Court for the Southern District of New 
York, which had protected Texaco Inc. against the attachment of judg- 
ment liens, Texaco Inc. on April 11987 filed an action in the Court of 
Appeals in Houston, Texas. seeking emergency relief from the Texas 
bond and lien provisions. The Texas Court of Appeals temporarily 
alten uiii ee 
earlier representations to the contrary, Pennzoil vi 
reasonable security arrangements and suofit to delay пою of the 
security issue in the Texas courts. The resulting financial and commer- 
а шы ee ы ені 
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Bankruptcy Court approval. 
During the pendency of the Chapter 11 кшк о сете 
cannot issue common or preferred stock, or debt securities without 
Bankruptcy Court approval The Bankruptcy Court approved the 
issuance of Texaco Inc. common stock for conversions of the 45% 
of Texaco | 


Texaco International Financial Corporation, and the 186% and ПИ 
Gebencures of Texaco Capital NV, as well as the issuance of common 
stock to employee benefit plans of Texaco Inc. Approval has not been 
requested for Texaco Inc. to issue any other debt or equity securities. 
Certain non-filing subsidiary companies and unconsolidated affiliates 
have outstanding debt obligations that are either directly guaranteed by 
Texaco inc. or supported by such arrangements as charter hire. leases 


AUDITORS’ REPORT 
Teraco [nc end Subsidiary Companies 


со 
=.) 


ARTHUR ANDERSEN & Co. 
New YORK. N. Y. 


To the Stockholders, Texaco Inc: ы; 

We have examined the consolidated balance sheet of Texaco Inc. (a Delaware corporation) and subsidiary 
companies as of December 31,1987 and 1986, and the related statements of consolidated income, retained earnings 
and changes in financial position for each of the three years іп the period ended December 31,1987 Our examin- 
ations were made in accordance with generally accepted auditing standards and. accordingly, included such tests of 
the accounting records and such other auditing procedures as we considered necessary in the circumstances. 


As more fullv described in Notes 1 and 16 to the consolidated financial statements, a judgment. which may be 
subject to further appeal, has been rendered against Texaco Inc. in the Pennzoil litigation. On April 12, 1987 Texaco 
Inc. and two of its subsidiaries (the Debtor Companies) each filed a Voluntary Petition for Relief under Chapter 11, 
Title 11 of the United States Code. The Debtor Companies are operating their businesses as debtors-in-possession 
subject to the jurisdiction of the U.S. Federal Court. The accompanying financial statements have been prepared on a 
going-concern basis which contemplates the realization of assets and payment of liabilities in the ordinary course 
of business. The financial statements do not give effect to all reclassifications and may not give effect to all adjustments 
that could result from any plans, arrangements or actions which might arise out of the reorganization proceedings, 
as the eventual outcome of these proceedings is not presently determinable. | 


In our opinion. subject to the effect, if any, that might have been required had the outcome of the uncertainties 
referred to in the preceding paragraph been known, the financial statements referred to above present fairly 
the financial position of Texaco Inc. and subsidiary companies as of December 31, 1987 and 1986, and the results 
of their operations and the changes in their financial position for each of the three years in the period ended 
December 31. 1987 in conformity with generally accepted accounting principles applied on a consistent basis. 


Жабал Unde 0. 
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Contingencies: The Pennzoil-Texaco Case 


Accounting for Contingencies: 
T ne Репп2о!-Техасо Case 


Edward B. Deakin 


Edward B. Deakin is the Director of the Institute of Petroleum Accounting and 
Distinguished Enterprise Professor at the University of North Texas. 


In 1984, Texaco acquired Getty Oil Com- 
pany, an event that was to have far reaching 
consequences for the acquiring company, the 
rules by which mergers and acquisitions were 
carried out, and the perception of the Texas 
and federal legal systems. The disclosures 
provided in the annual reports of the two 
parties to this litigation provide insight into 
the implementation of the FASB’s terms 
"reasonably possible" and "probable" as crite- 
ria for accounting and disclosure of contingen- 
cies. Moreover, a side-by-side comparison of 
the disclosures by the two parties illustrates 
the difference in practice between accounting 
for gains and for losses. Ап additional issue 
that comes to light from this esse is that 
Pennzoil had apparently deferred its legal 
costs during the lawsuit. This amounts to 
capitalization of the “costs” of contingent 
assets, an issue that has not been previously 
addressed in the literature. This issue, to- 
gether with the disclosures during the period 
when the case was in litigation, points out 
Some interesting matters with respect to 
accounting for contingencies and ше costs 
related thereto. 


CONTINGENCY REPORTING RULES 


Under generally accepted accounting princi- 
ples, companies subject to contingent claims or 
With contingent assets, such as those arising 
from litigation, are required to disclose such 
claims in their financial statements when they 
become “reasonably possible,” regardless of 
whether they can be reasonably estimated. An 
accrual for a liability is required when the 
contingency is both “probable” and the amount 
сап be “reasonably estimated.” By contrast, 
companies with contingent gains are not 
permitted to report such contingent assets in 
the income statement or balance sheet until 


realization criteria have been met! SAS 1 
states that when a material contingency can 
have a “probable” adverse effect on a com- 
pany, an auditor should issue a “subject to” 
opinion? Thus, the accounting disclosures and 
auditors’ reports rely on similar criteria. 
However, the official pronouncements do not 
provide practical guidance concerning when an 
event is “reasonably possible” or when it is 
“probable.” The differential application of 
these criteria іп a contingent gain and соп- 
tingent loss situation are illustrated by the 
Pennzoil-Texaco disclosures.* 

The case itself is of interest because it was 
the largest dollar value judgment in history 
and led to the largest bankruptcy in history. 
Also, because of the magnitude of the case, 
disclosures were made in the financial reports 
of both parties. This rarely occurs. This case 
was an exception. This paper presents a 
year-by-year comparison of the events related 
to the litigation in this case together with each 
company's financial statement disclosures 
about the litigation. The reporting of these 
events in the financial statements of Texaco 
and Pennzoil provides an interesting history 
about this case and about contingency report- 
ing in general. 


‚ BACKGROUND 


In 1988, Pennzoil approached Getty Oil 
Company to di the possibility of Pennzoil 


‚ purchasing Getty. Negotiations proceeded 


throughout the year, with a merger agreement 





IThese criteria are discussed in the FASB's Statement 


. No. 5: Accounting for Contingencies. 


* Statement of Auditing Standards No. 1, $547. 


ЗА summary of the history of the litigation and the 
related disclosures by each party is presented in 
Append:x I. 
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being reached with a degree of finality that 
was to be the subject of later litigation. The 
process started when Pennzoil issued a tender 
offer for 20 percent of Getty’s shares at a price 
of $100 per share. This agreement ultimately 
called for Pennzoil to pay $3.4 billion for 3:8 of 
the outstanding common stock of Getty Oil 
Company. 

At around the same time, Texaco decided to 
bid for the purchase of Getty. In Texaco's 
view, it was a “white knight" offering to 
extricate Getty from an unfriendly takeover. 
Texaco agreed to pay $10.2 billion for all of the 
common stock of Getty Oil Company. The bid 
amounted to $128 per share. Texaco and Getty 
entered into a definitive merger agreement 
and the merger was consummated in the first 
quarter of 1984. Texaco’s 1984 financial state- 
ments include the following note: 

Texaco acquired all of the outstanding 
common stock of Getty Oil Company for $10.2 

‚ billion. Getty was an integrated petroleum 
and natural gas company involved in the 
exploration for and production, transporta- 
tion, refining and marketing of crude oil and 
petroleum products, operating primarily in 
the United States. 

The acquisition has been accounted for as a 
purchase and the financial statements for the 
vear 1984 reflect the incorporation of Getty 
assets and liabilities at fair market value on а 
ay consolidated basis beginning March 1, 
Shortly thereafter, Pennzoil filed suit, claim- 

ing that Texaco had unlawfully interfered with 

Pennzoil’s definite merger agreement with 

Getty. Pennzoil sought damages of approxi- 

mately $14 billion. This was clearly the largest 

dollar value lawsuit in the history of U.S. 

litigation. 


The litigation proceeded for over four years. - 
During that time, Texaco filed for protection 


under Chapter 11 of the Bankruptcy Code, 
making it the largest failed firm in history. In 
1988, Texaco and Pennzoil reached a settle- 
ment agreement under which Texaco paid 
Pennzoil $3 billion. The year-by-year history of 
these events as discu in the company 
financial statements is presented in the follow- 
ing sections of this article. 
1984: Merger and Start of Litigation 

As noted above, the Texaco-Getty merger 
was completed in 1984 and the Pennzoil- 
Texaco litigation was initiated that year. 
Pennzoil filed suit in Delaware in January and 
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in Houston in February of that vear. Because 
the suit was filed between the date of the 
financial statements and the date when the 
statements were issued. it was a post-balance 
sheet event that was reported in the 1983 
statements. The filing of the lawsuit appar- 
ently met the test of “reasonably possible” for 
Texaco since a footnote disclosure was made. 
The 1983 Texaco Annual Report included this 
item in the fifth paragraph of its note on 
contingent liabilities. The text of the note was 
as follows: | | | 

Other Contingent Liabilities— ... 

In related actions commenced in the Dela- 
ware Chancery Court in January 1984 and in 
the Houston, Texas, District Court in Febru- 
ary 1984, Pennzoil Company (Pennzoil) has 
asserted claims totaling $14 billion as a result 
of its unsuccessful attempt to acquire a 
minority interest in Getty Oil Company. 
Pennzoils earlier attempt in the Delaware 
action to block Texaco’s acquisition of Getty 
was rejected'by the Court. Exercising rights 
granted under Getty indemnity agreements 
with the Sarah C. Getty Trust and the J. Paul 
Getty Museum, Texaco will continue to 
oppose Pennzoils claims that those parties 
and -Getty Oil Company breached an agree- 
ment which it alleges would have resulted in it 
acquiring the desired minority interest. Simi- 
larly, Texaco will continue to vigorously 
defend Pennzoil’s Texas action which is 
brought on a theory that Texaco tortuously 

om with Pennzoil's alleged contractual 
ights. 


There was no other mention of the litigation in 


‘the Texaco 1983 annual report. The same note 


reappeared іп Texaco's 1984 annual report. | 
Pennzoil made no mention of the litigation in 
its financial statements until 1986. Prior to 
that time, its discussions of the litigation were 
included in the President's letter. In its 1983 
Annual Report, Pennzoil discussed the events 
leading up to the proposed Pennzoil-Getty 
merger. The note further stated that Pennzoil 
had initiated a $14 billion lawsuit against 


Texaco for interfering with its Getty acquisi- ' 


tion. 

Pennzoil made only brief mention of the 
litigation in its 1984 President's letter. Thus, 
according to Pennzoil, the "reasonably possi- 
ble" criterion had not been attained at this 
point. The note, reproduced below, contained 


few details relative to the ultimate impact that ^ ` 


the litigation would have on the company. It 
stated: | 
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Contingencies: The Pennzoil-Texaco Case 


Despite repeated efforts by Texaco Inc. to 
prevent а trial by jury in Texas, Pennzoil’s 
$14 billion lawsuit against Texaco Inc. is 
scheduled to be heard before a jury in 
Houston beginning July 8, 1985. 

The differences in disclosure are of interest. 
Texaco began disclosing the contingent liabil- 
ity from the date when the litigation was filed. 
It apparently believed that the criterion of 
“reasonably possible” was met at the time of 
filing. By contrast. Pennzoil’s lack of disclo- 
sure suggests that it did not view the outcome 
as “reasonably possible,” despite its Presi- 
dent’s letter and other public statements. 


1985: Trial Court Judgment Entered 


1985 -was the watershed year for this 
litigation. The Texas District Court in Hous- 
ton decided that it held jurisdiction for the 
litigation and the trial began in June. The trial 
lasted for 4% months: On December 10, 1985, 
the jury decided to award $10.5 billion to 
Pennzoil. The judge later increased the award 
to $11.1 billion. 

The entry of judgment by the trial court 
changed the significance and the extent of the 
disclosure for Texaco. In its 1985 Annual 
: Report, Texaco included a two-page discussion 
of its version of the litigation and the events 
related thereto. The Pennzoil-Texaco litigation 
moved up to first place in the contingencies 
note and was expanded to three paragraphs. 
The text of the note follows: | 


Pennzoil Litigation—On December 10, 
1985. the District Court of Harris County, 
Texas, entered judgment for Pennzoil Com- 
pany against Texaco Inc. in the amount. of 
$10.5 billion as actual and punitive damages 
and $600 million as prejudgment interest in 
Pennzoil Company vs. Тегасо Inc., an action 
in which Pennzoil claims that Texaco tor- 
tuously interfered with Pennzoil’s alleged 
contract to acquire a minority interest in 
Getty ОП Company. Interest will accrue оп 
the total $11.1 billion judgment at a simple 
rate of 10% per annum from the date of 
judgment. Texaco believes that there is no 
legal basis for the judgment, which it believes 
is contrary to the weight of the evidence and 
applicable law. Texaco is pursuing all avail- 
able remedies to set aside or to reverse the 
findings. In this connection, Texaco will 
expeditiously file its appeal in the Texas 
Court of Appeals. | 

On January 16. 1986. the United States 
Distriet Court for the Southern District of 
New York granted Texaco a preliminary 


injunction which enjoins Pennzoil from taking 

any actionto enforce or attempt to enforce the 

$11.1 billion judgment, pending Техасо 5 

appeal To satisfy the S1 billion security 

requirement established in connection witn 

the preliminary injunction, on February 5. 

1986, Texaco placed 65 million shares of 

Texaco Canada Inc. common stock with the 

Clerk of the U.S. District Court. On February 

20, 1986, the United States Court of Appeals 

for the Second Circuit affirmed the grant of a 

preliminary injunction. 

The ultimate outcome of the Texaco-Penn- 

zoil litigation is not presently determinable. А 
final decision of Texaco's appeal that affirms 
all or a significant part of the $11.1 billion 
judgment could have a material adverse effect 
on the consolidated financial position and 
results of operations of Texaco Inc. and its 
subsidiaries. : 

One key aspect of the note was Texaco's 
assertion that the judgment "had no legal 
merit" and was "contrary to the weight of the 
evidence and applicable law." This phrase- 
ology appears frequently in litigation disclo- 
sures. However, Texaco also noted that “Тһе 
ultimate outcome of the Texaco-Pennzoil litiga- 
tion is not presently determinable,” and that if 
the judgment were upheld, it would have a 
material adverse effect on Техасо5 opera- 
tions. This admission only appeared after the 
trial court had ruled against Texaco. even 
though this statement was factual from the 
date that the suit was filed. | 

After entry of the trial court's judgment, the 
problem for Texaco was aggravated by the 
Texas appeal bond requirement. Under Texas 
law, to appeal an adverse judgment, the 


appealing party must post a bond equal to the 


amount of the judgment. The amount of the 
appeal bond was slightly in excess of $11 
billion. At the time, Texaco had cash and cash 
equivalents of $1.7 billion. It had shareholders’ 
equity of $13.6 billion and total assets of $37.7 
billion. If Texaco were to borrow the $11.1 
billion required for the appeal, its debt to 
equity ratio would trigger defaults on several 
of its loan agreements. Moreover, if Texaco 
had lost the: appeal, the company would 
emerge with approximately $2.5 billion of 
equity (i.e., $13.6 billion less $11.1 billion) on 
assets of $37.7 billion. The resulting debt/ 
equity ratio would also trigger defaults in its 
loan agreements. It was, therefore, considered 
unlikely that Texaco would be able to raise the 
bond money necessary to pursue its appeal. 
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Once the trial court judgment was entered. 
Texaco's auditors-issued an opinion that was 
subject to the results of the litigation: The 
relevant text of the opinion is as follows: 

As more fully ‘discussed in Note 16 of the 
Notes to Consolidated Financial Statements. 
on December 10, 1985, the District Court of 
Harris County, Texas, entered judgment 
against Texaco and awarded the plaintiff. 
substantial damages. While the Company 
intends to pursue all available remedies to set 
aside or to reverse the findings, the ultimate 
outcome of this litigation is not presently 
determinable. i 

Given the auditor's “subject to" opinion, one 
would conclude that the likelihood of an actual 
liability for Texaco increased to the ^probable" 
stage within the meaning of SAS 1. 

Texaco appealed the bond requirements and 
obtained temporary injunctive relief which 
enabled it to pursue its appeal while posting $1 
billion bond in the U.S. District Court. If the 
appeal to the U.S. Distriet Court failed, 
Texaco would be required to post the $11.1 
billion bond with the Texas courts or lose its 
right to appeal. | 

Pennzoi's view of the litigation was, as 
expected, substantial different from Tex- 
aco's. The 1985 Annual Report President's 
Letter contained a three paragraph section 
headed "Pennzoil Victory in Texaco Trial." 
The text of the note is as follows: 

Іп November, . . . a jury unanimously 
decided that Texaco Inc. had knowingly 
interfered with Pennzoil’s agreement to ac- 
quire 34» of Getty Oil Company. The jury set 
actual damages at $7.53 billion and punitive 
damages at $3 billion, for a total of $10.53 
billion. Subsequently, State District Judge 
Solomon Casseb upheld both the verdict and 
the damages, increasing the award to $11.12 
bE 6 | end 

exaco subsequently attem to shift the 
conflict from state to federal jurisdiction, 
suing Pennzoil in federal district court in 

White Plains, New York. The district judge 

granted Texaco a favorable ruling on all seven 

issues it raised in district court. On February 

20, 1986, the U.S. Court of Appeals for the 

Second Circuit reversed his ruling on five of 

those issues and affirmed him on two of them. 

The decision makes it clear that Texas is the 

only proper forum available to Texaco to 

appeal the existing judgment. The Second 

Cireuit Court upheld the jurisdiction of the. 

Federal district court to enjoin Pennzoil from 

protecting its judgment with liens and the 
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district court's right to set the amount of a 
bond in lieu of a supersedeas bond. In so 
doing. the circuit court removed any possible 
reason for Texaco's having to declare bank- 
ruptcy or attempting to delay the appellate 
procedure further. The court stated. “The 
grant of preliminary injunctive relief. as 
modified, is affirmed on condition that Texaco 
promptly and diligently prosecute its. appeal 
in the Texas appellate courts.” 
This note by Pennzoil was the first mention of 
Техасо5 possible need to seek bankruptcy 
protection: a topic that was avoided in the 
Texaco Annual Reports. 
Although the contingent liability appeared 
both in Texaco's notes to its financial state- 


ments and in the auditors report, it still did 


not appear in Pennzoil's financial statements. 
This would suggest that there was either an 
imbalance in the two parties’ view of the 
probability of the likely realization or that the 
accounting for:contingent assets uses more 
strict definitions for the terms "reasonabiv 
possible" and "probable" than for contingent 
habilities, even though the terms are defined 
equivalently for gains and losses in SF AS 5. 
This disparity in assessment of the degree of 
certainty on the two sides of the litigation is 
even more significant given that both compa- 
nies had the same auditor. „= 


1986: Appellate Maneuvering 


The 1985 financial statements of Texaco 
discussed some of the early 1986 legal activi- 
ties that were taking place with respect to this 
litigation. On March 7, Texaco filed an appeal 
from the trial court's ruling with the Texas 
Court of Appeals. Oral argument was held 
before the Texas Appeals Court in July 1986. 

Meanwhile, Texaco was pursuing relief 
through the Federal courts in New York. That 
court system was more sympathetic to Tex- 
th ке and т заи the = 
appeal requirement. ] appe 
the Federal court judgment to the U.S. 
Supreme Court, seeking to reinstate the $11.1 
billion bond requirement. | 

At this point, Texaco’s future was clearly in 
the hands of the Supreme Courts of Texas and 
of the United States. If the U.S. Supreme 
Court were to reverse the Circuit Court 
ruling, Texaco would be required to post the 
$11.1 billion bond or else forfeit its right to 





‘It is worth noting that Arthur Andersen & Co. was the 
auditor for both Pennzoil and Texaco. 
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Contingencies: Тһе Pennzoil-Texaco Case 


appeal. Since Texaco was unable to raise the 
funds for the bond requirement, its appeal 
would be lost if the U.S. Supreme Court 
reversed the Circuit Court. = 

On the Texas litigation front, the state 
Court of Appeals had affirmed the trial court's 
judgment. but reduced the judgment to $9.1 
billion plus interest at 10 percent.5 

Texacos 1986 Annual Report contained a 
two-page discussion of the litigation which was 
highly critical of the judgment and the Texas 


court system. The first paragraph of that 


discussion gives a flavor of the tenor of 
Texaco's comments: ! 


pursuant to the bankruptcy and reorganiza- 
tion provisions of Chapter 11 of Title 11 of the 
United States Code and being subject to 
liquidation of significant assets. Texaco Inc. 
would face similar prospects if, following all 
available appellate review, the judgment 
were to be affirmed in whole or significant 
part. . 

The outcome of the appeal on the prelimi- 
nary injunction and the ultimate outcome of 
the Pennzoil litigation are not presently 
determinable, but could have a material 
adverse effect on the consolidated financial 
position and the results of the consolidated 
operations of Texaco Inc. 


The decision by the appeals court to uphold 
the judgment and reduce by а small percent- 


. age the total dollar amount is essentially just 
an acceptance of the capricious lower court 


action. is not responsive to the applicable law 


Arthur Andersen again issued a subject to 
opinion, with a more comprehensive para- 
graph on the nature of the litigation and the 
possibility of bankruptcy protection. This note 
was as follows: 


on the key issues, and has no foundation in 

justice. The court's action leaves standing 

major portions of a judgment that is contrary 

to reason, contrary to fair play, and contrary 

to Constitutional and legal principles govern- 
- ing business activity. 

Meanwhile, Texaco's contingency note ex- 
panded dramatically. The Pennzoil-Texaco 
litigation covered over a full page of the notes. 
One part of the note discussed the issue of 
settlement for the first time. It is reproduced 
below: | 

Efforts by Texaco Inc. and by an inter- 
mediary to secure a reasonable and economic 


settlement of the Pennzoil litigation have not 
been successful to date. 


More interestingly, the discussion about the 


effect of the outcome of the litigation on 


Texaco was more bleak than had been pre- 
Sented earlier. For the first time, Texaco 
mentioned the possibility of bankruptcy. This 
Section of the note read: 
Effect on Texaco Inc.—If at any time 
during the pendency of the full appellate 


А judgment against Texaco Inc. has been 
rendered by the District Court of Harris 
County, Texas, and substantially affirmed by 
the Court of Appeals for the First Supreme 
Judicial District of Texas. The Federal courts 
have granted a preliminary injunction which 
enjoins the Texas plaintiff from taking any 
action to enforce or attempt to enforce the 
judgment during the appeals process. А 
United States Supreme Court decision is 
pending regarding the Texas plaintiffs appeal 
to have the preliminary injunction over- 
turned. Certain developments, as more fully 
explained in Note 17 to the Consolidated 
Financial Statements, could cause Texaco Inc. 
to face prospects such as having to seek 
protection of its assets and business pursuant 
to the bankruptcy and reorganization provi- 
sons of Chapter 11 of Title 11 of the United 
States Code and being subject to liquidation of 
signifcant assets. While Texaco Inc. intends 
to pursue all available remedies to set aside or 
to reverse the judgment entered by the Texas 
District Court, the ultimate outcome of this 
btigation is not presently determinable. 


review of the judgment, Texaco Inc. no longer 
were to have the protection from the imposi- 
tion of liens or other enforcement of the 
Judgment— whether that protection is pro- 
vided by the District Court's prelimin. 


‘Injunction, or alternatively, by the Texas 


courts pursuant to representations made to 
various federal courts on behalf of Pennzoil. 
by agreement with Pennzoil, or otherwise—or 
the availability of credit were to become so 
restrictive as to impair operations, Texaco 
Inc. would face prospects such as having to 
seek protection of its assets and business 


No amount was recorded for the potential 
liabdity in Texaco's financial statements. This 
suggests that at this point, the amount could 


пос Бе “reasonably estimated." | 
Meanwhile, Pennzoil presented its view of 


the history of the litigation in its 1986 Annual 
Report. A five-paragraph section of the Presi- 
dent's Letter headed “Texaco Verdict, Dam- 
ages Upheld” cited several quotes from the 





*Pennzoid had the opportunity to avoid the reduction in 
the judgment by requesting a new trial As expected. 
Pennzoi decided not.to start over in the trial courts. 
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Court of Appeals opinion that are reproduced 
below: 

In its ruling. the court said. “Though the 
compensatory damages are large, they are 
supported by the evidence and were not the 
result of mere passion. prejudice or improper 
motive.” The court noted that the jury could 
have concluded from the evidence that “Tex- 
aco deliberately seized upon an opportunity to 
wrest an immensely valuable contract from a 
less-affluent competitor by using its vast 
wealth to induce the Museum, Gordon Getty 
and Getty Oil to breach an existing contract. 

“The evidence shows that the wrongful 
conduct came not from servants or mid-level 
employees, but from top-level management." 
the judges wrote. They added: “Apparently 
the jurv believed that the conduct of Техасо 5 
top-level management was less than the 
public was entitled to expect from persons of 
such stature.” 

As expected, Pennzoil’s view of the Texas 
court system and of the resulting judgment 
varied substantially from Техасо 5. 

. For the first time, Pennzoil included a note 
in its financial statements concerning the 
litigation. The note was nearly a page long and 
recited much of the history of the case. The 
note also addressed the issue of settlement by 
noting: 

Pennzoil believes that the Judgment will be 
upheld if again appealed. However, there can 
be no assurance as to the final outcome or the 
timing of final judicial action or the result 
of any settlement discussions between the 
parties nor assurance that there will ulti- 
mately be any recovery, pursuant to the 
Judgment, by settlement or otherwise, from 
the Lawsuit. 

Apparently, by 1986 Pennzoil believed that the 
contingent asset had become at least "reason- 
ably possible" and thus met the requirements 
for disclosure. The timing is of interest 
because it was over one year after the trial 
court judgment. The Texas Court of Appeals 
had affirmed the verdict and most of the 
award, but the appeal process had not been 
completed. Ап appeal was still pending before 
the Texas Supreme Court and both parties 
made it clear they would appeal an adverse 
ruling there to the U.S. Supreme Court. 
Hence, there was no evident objective crite- 
rion associated with Pennzoil’s determination 
that the contingent asset had become “reason- 
ably possible” in 1986. | 
Pennzoil’s auditors made no note of the 
litigation, even though if it had a favorable 
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final outcome, it would have been a very 
material item. However, there 15 no require- 
ment that auditors take note, of materiaj 
contingent gains. 


1987: Texaco Bankruptcy 


Events in 1987 took a turn for the worse for 
Texaco. The Texas Supreme Court upheld the 
judgment of the Texas Court of Appeals. This 
meant that Texaco owed Pennzoil $9.1 billion 
plus interest from the date of the judgment. 
Moreover, it rendered Texaco's proceedings 
in the New York Federal courts moot. The 
appeals bond was no longer an issue since 
Texaco had lost the appeal. At this point. 
Texaco's only hope was that the U.S. Supreme 
Court would agree to hear its appeal of the 
trial court judgment. U.S. Supreme Court 
observers note that the court rarely becomes 


involved in issues involving two private par- | 


ties. 

Given the high probability that Texaco 
would be forced to pay Pennzoil $9.1 billion 
plus interest, Texaco began to experience 
problems with suppliers and with dealers in its 
commercial paper. The markets perceived that 
Texaco would be devastated if it had to pay the 
full amount of the judgments Texaco also 
realized that so far, Pennzoil was an unsecured 
creditor. By filing under Chapter 11 of the 
Bankruptcy Code, Texaco could reassure its 
creditors and suppliers? This would buy the 
company time to seek resolution of the 
dispute. 

Of greater importance to Texaco, though, 
the company would be in a stronger negotiat- 
ing position with respect to the Pennzoil claim. 


Pennzoil could seek settlement of the judg-. 


ment, or enforce the judgment (assuming it 
was upheld by the U.S. Supreme Court) and 
force Texaco into liquidation. Given the poor 
market for oil and gas related assets, Pennzoil 
could very well have received 2 relatively 
small amount after liquidation. For these 
reasons, Texaco filed for protection under 
Chapter 11 of the U.S. Bankruptcy Code on 
April 12, 1987. - 

During the remainder of 1987, the two 
parties were involved in settlement negotia- 


tions. On December 19, 1987, the two parties - 


S Brigham and Gapenski, pp. 841-2. 
TObligations incurred after a bankruptcy filing have 
precedence in the order of settlement of claims. 


Therefore. creditors from post-bankruptcy transactions | 


are more likely to obtain full value for their claims. 
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amount in the accounts does not seem to occur 
until payment of the settlement. 

The case also raises. the question about the 
accounting treatment for legal costs. Pennzoil 
deferred its litigation costs and first disclosed 
this deferral in 1987. The accounting treat- 
ment for such costs is not specified in FASB 
rules, nor does it appear elsewhere in the 


literature. Pennzoil's. treatment. though, 


u-———— —Má—————————————ÜJàbàb&————————————————————————————: Я 
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raises the question of accounting for the 
“costs” of a contingent asset. Given the often 
high costs involved in litigation. accounting for 
these legal costs тах be ап issue that is more 


. widespread than evident to date. 


While this was but one case in an environ- 
ment characterized by frequent litigation. the 
way each party treated ` the events. is of 
interest. 


APPENDIX 1 
SUMMARY OF LEGAL AND FINANCIAL DISCLOSURE HISTORY 


Pennzoil v. Texaco Inc. 


Year-End 
12/31 Litigation Status 
1983 Suit filed post- 
| balance sheet date 

1984 Litigation underway 

1985 | Trial court rules 
for Pennzoil 

1986 Appellate Court 
upholds judgment 

1987 Texas Supreme Court 
upholds judgment; 
Texaco files for 
bankruptcy protection; 
settlement proposed 

1988 Settlement finalized 


Financial Statements 


'ennzoi 
“о disclosure 


№0 disclosure 


No disclosure 


Contingency note 


Expanded 
contingency 
disciosure - 


Gain recognition 


ехасо 


Brief contingency 
disclosure 


Extensive contingency 
disclosure 


Primarv item 

їп contingency 
disclosures: “subject 
to" opinion 


Primary contingency 
note; expanded 
"subject to" opinion 


Loss recognized: 
“subject to" opinion 


Revised 1987 financial 
statements issued; “clean 
opinion" obtained 
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Contingencies: The Pennzoil-Texaco Case 


agreed to settle the litigation with Texaco 
agreeing to pay Pennzoil $3 billion in early 
1988. On December 12. 1987, Texaco's credi- 
tors (including Pennzoil) and Texaco filed a 
joint plan for reorganization with the court. 
Among other things, the plan required ар- 
proval of the court and of % of Texaco’s 
shareholders. Final settlement of the matter 
was still a technically open issue as of the end 
of 1981. 

Nonetheless. the Texaco 1987 financial 
reports reflected the view that all of the 
criteria for loss recognition had occurred. 
Texaco included a line item in its income 
Statement for the $3 billion settlement with 
Pennzoil. 

Pennzoil included an extensive note in its 
1987 financial statements which discussed the 
history of the case, Texaco's bankruptcy filing, 
and the agreement which the two parties had 
reached. A statement about the expected 
effect of the settlement on Pennzoil was as 
follows: 


If the Joint Plan is confirmed in its existing 
form, based on present estimates, manage- 
ment expects to have pretax net cash recov- 
ery after all expenses incurred in connection 
with the Lawsuit and the bankruptcy pro- 
ceedings of approximately $2.6 billion. The 
current and deferred tax liability related to 
this amount is presently difficult to estimate 
and will depend largely on how and when the 
recovery funds are reinvested. As of De- 
cember 31, 1987, Pennzoil has deferred 
approximately $29 million of legal and other 
direct and indirect costs associated with the 
Lawsuit and related proceedings. 


At this time, Pennzoil’s shareholders’ equity 
totaled $621 million. The settlement would, 
therefore, amount to approximately four times 
the company’s existing capital. Even at this 
late stage in the process when the settlement 
plan was agreed upon and when Texaco had 
recognized the liability, Pennzoil did not 
include the settlement amount in its balance 
Sheet or income statement. Hence, even at this 
Point, Pennzoil did not believe that either the 
amount was “probable” or Pennzoil did not 
believe it could be reasonably estimated. Since 
the settlement terms had been agreed to by 
both parties and Texaco had the funds to pay 
the $3 billion, the remaining approvals were 


Viewed as relatively minor. However, they 


were perceived as sufficient to preclude 
recognition by Pennzoil on December 31. 1987. 


Apparently, the criteria for recognizing con- 
tingent assets is stricter in practice than the 
term "probable" would нару. ` 

There is no specified accounting treatment 
for the costs associated with litigation. It is 
interesting to note that Pennzoil had deferred 
$29 million of “legal and other direct and 
indirect costs” associated with the litigation 
and had not expensed these costs currently. A 
review of Pennzoil’s balance sheet does not 
reveal where this amount was recorded. There 
is а $13 million amount under “Other” current 
assets and a $137 million reported under other 
property plant and equipment. Presumably 
the deferred charge was included with the 


property plant and equipment account. One ` 


might assert that the $29 million was a cost of 
the contingent asset and, therefore, was 


properly а long-term asset. However, by the 


end of 1987, with settlement in sight, the 
amount could have been reclassified to the 
current assets section. 

1988: Settlement 


On April 7, 1988, Texaco paid $3 billion to 


. Pennzoil, thus settling the litigation. Four 


days later, Texaco issued an amendment to its 
1987 financial reports which disclosed settle- 
ment of the litigation and provided a pro forma 


balance sheet reflecting the settlement. The . 


amendment also included a revised auditor's 

report which indicated that the subject to 

provision of earlier reports had been removed. 
CONCLUSIONS 

The accounting disclosures about the largest 


` lawsuit in history provide an interesting 


comparison of the views of the litigation by 
each party to the action throughout its history 
as wel as an indication of the operative 
definitions of the FASB's criteria for gain and 
loss contingencies although the extreme mate- 
riality of this case makes it difficult to draw 
general conclusions. On the contingent liability 
side, the criterion of “reasonably possible" was 
considered to be met at the time of filing of the 
lawsuit. The "probable" criterion seemed to 
appear when judgment was entered against 
the defendant. However, entry of a liability 


did not occur until actual payment was agreed . 


upon. On the contingent asset side, the 
criterion of "reasonably possible" was consid- 
ered to be met sometime after judgment was 
issued but before final resolution of all appeals. 
However, recognition of the specific dollar 
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5 Rev. Мау 3, 1993 


WPP Group and Its Acquisitions 


Martin Sorrell, chief executive officer (CEO) of London's WPP Group, supervised his 
firm’s acquisition of New York’s JWT Group, parent company of J. Walter Thompson, in 1987. 
Goodwill of $465 million was recognized on the deal and WPP took this amount out of its 
shareholders’ equity account, leaving the company with a negative £64 million net worth at the 
end of that year. But in 1988, WPP said that the brand-name value of J. Walter Thompson and 
JWT's Hill and Knowlton public relations firm was £175 million. At the end of 1988, WPP 


reported shareholders’ equity of positive £61 million. To outsiders, this change in value seemed | 


impossible to explain, but the explanation could be found in a discrepancy between standard 
accounting procedures in the United States and the United Kingdom. 


A year later, in mid-1989, Sorrell bought Ogilvy & Mather (O&M) for $862 million, 
bringing the controversy to the forefront again. The O&M brand name was also valued at £175 
million. Now, even with the controversial accounting policy, WPP's balance sheet carried £600 
million in long-term debt and negative stockholders' equity of £330 million. (See Exhibit 1 for 
WPP 1987, 1988, and 1989 financial statements.) 


Background 


WPP Group PLC was an enormous communications empire with revenues of nearly £1 
billion in 1989. WPP's six service sectors included strategic marketing, media advertising, public 
relations, market research, nonmedia advertising, and specialist communications. 


Martin Sorrell had built WPP from nothing. From 1977, after earning his MBA from the 
Harvard Business School, until 1986, he was chief financial officer to the leading British 
advertising agency, Saatchi & Saatchi. But Sorrell's responsibilities there went beyond financial 
matters. He helped Maurice and Charles Saatchi build their small shop into an international firm 
touting the virtues of "global marketing," which to them meant selling a product the same way in 
every country. | 


Sorrell explained, "Maurice and Charles Saatchi used global marketing to differentiate 
themselves from others."! Eventually, Sorrell came to believe that global marketing could work 


| : 


Susan S. Harmeling, MBA "91, prepared this case under the supervision of Professor William Bruns as the basis for class 
discussion rather than to illustrate either effective or ineffective handling of an adrninistrative situation. 

Copyright © 1991 by the President and Fellows of Harvard College. To order copies, call (617) 495-6117 or write the 
Publishing Division, Harvard Business School, Boston, МА 02163. No part of this publication may be reproduced, stored 
in a retrieval system, used in a spreadsheet, or transmitted in апу form or by any means-electronic, mechanical, 
photocopying, recording, or otherwise-without the permission of Harvard Business School 





1. Marcia Berss, "The Bad Boy of Advertising," Forbes, 8 July 1991, 49. 
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for a few choice brands like Coca-Cola and Marlboro, but in reality only a small portion of an 
advertising agency’s revenues could realistically come from such products. 


So in 1986, when Sorrell left Saatchi & Saatchi, he pursued a very different strategy. He 
set out to acquire a number of small shops in specialty areas of marketing services. He began by 
purchasing a British maker of grocery baskets and used it to acquire several small marketing firms. 


At that time, in early 1986, Sorrell claimed that he was "three or four years away"? from 
making a big advertising agency purchase. But at the end of 1986, a New York analyst mentioned 
JWT to Sorrell. JWT, along with its affiliated public relations group Hill and Knowlton, had 
suffered two quarters of losses, the company's CEO and chairman had left, and major clients were 
putting their accounts up for review. | 


Meanwhile, Sorrell discovered that about 30% of JWT’s business came from marketing 
services other than advertising in fast-growing sectors like public relations and market research. 
In February 1987, Sorrell decided to acquire JWT, and with JWT's disappointing record on Wall 
Street, he had every reason to believe his bid would succeed. WPP quietly accumulated just 
under 5% of JWT at an average price of $31 per share between March and June 1987. On June 
10, Sorrell surprised everyone with his $45 per share cash bid for JWT. Five days later, he raised 
the bid to $50.50 per share as rumors of rival bidders surfaced. After meeting with his advisers 
at First Boston Corp. on June 25, Sorrell delivered his clinching bid of $55.50 per share. With 
the generous earnings multiples awarded to ad agencies in Britain, some $340 million of the $566 
million purchase price came from a new stock offering and the remainder from long-term debt. 


This acquisition marked the beginning of a heated debate over how to account for brand 
names and goodwill on the balance sheet and on income statements. After the acquisitions were 
completed, the two brand names together were valued at £175 million, with JWT representing 
£150 million and Hill and Knowlton £25 million. Such substantial valuation of brand names as 
intangible assets had many observers questioning WPP’s accounting. 


Two years later, Sorrell and WPP bought O&M for $862 million—26 times O&M's 
earnings. Sorrell rationalized the high prices he paid for both companies in the following three 
ways: ; 

1.' The pound was strong against the dollar, making U.S. properties relative 

bargains. E 
2. His stock was strong. When Sorrell bought JWT, WPP traded at about 35 


times earnings, versus a multiple of about 15 for most U.S. ad companies. 


3. U.K. accounting rules allowed goodwill to be written off as a charge to 
owners' equity when purchased, rather than capitalized to be expensed as a 
charge against earnings in future years (as practiced according to U.S. rules).? 


2. Richard A. Melcher and Mark N. Vamos, "Hang On, Madison Avenue, Martin Sorrell Isn't Finished," Business 


Week, 13 July 1987, 81. 
3. Berss, Forbes, loc. cit. 
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With respect to Sorrell and WPP valuing the brand names and capitalizing them, in effect 
reversing part of the goodwill write-off, he said, “I see no difference between valuing a brand and 
valuing a piece of property. Advertising agencies’ names can be brands in the same way as KitKat 
ог Polo.'^ He was ünmoved by the protests of accountants that such intangibles should not be 
taken into account on balance sheets. He observed, "I wanted our balance sheets to reflect a true 
and fair view of the value of the assets. It is unfortunate that accounting systems were designed 
for manufacturing companies and not for service companies." 


5 


The Goodwill Controversy 


For the sake of debate, the issue of brands was "inextricably linked to the goodwill issue . 


in the minds of most finance directors: 


British firms used brand values primarily to boost their balance sheets; by 
recording brand values as intangible assets, they could magically increase their: 
assets while drawing attention to their important brands. U.S. accounting rules 
didn't allow any such advantages. 


Brand valuations made sense for companies that were potential takeover 
targets, too. А company thinking that its stock was undervalued might make its 
brand values public in order to prompt an increase in the share price and thwart 
potential raiders. . . .' 


Many other companies, such as Grand Metropolitan and Ranks Hovis MacDougall, also 
put high brand values on their balance sheets. 


Goodwill was treated very differently in the United States and the United Kingdom. In 
fact, the problem of goodwill was dealt with differently around the world. (See Exhibit 2 for a 
chart on international goodwill procedures.) In the United States, the goodwill issue only arose 
when a purchaser was paying some amount in excess of the fair market value of identifiable assets 
of the target firm. This excess could arise, for example, because of a particularly strong brand 
name that was expected to be of some mutually agreed-upon value in the future. In the United 
States, goodwill was capitalized on the balance sheet and written off against the income statement 
over a maximum period of 40 years. 


In the United Kingdom, goodwill was written off against shareholders' equity at the time 
of purchase. It was not charged as an expense item against income, so that companies in the 
United Kingdom did not have to burden their future earnings by charging goodwill against the 
income statement. 


In certain firms, advertising agencies, for example, where tangible assets (desks, paper, 
office equipment) were quite small relative to intangible assets (the good reputation of the 
company, intellectual property, etc.), this discrepancy in accounting practices was significant 
indeed. For such firms in the United States, the write-off of these large intangible assets as ап 





4. "The Art of Valuing Agency Brands," Sunday Times, London, 2 July 1989. 

5. Ibid. 

6. David Waller, "Gloves Will Soon Come Off in Goodwill Battle," Financial Times, 3 August 1989. 
7. Joanne Lipman, "British Value Brand Names-Literally," Wall Street Journal, 9 February 1989, B4. 
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expense on the income statement had a greater impact on future earnings relative to firms in the 
United Kingdom, where the entire transaction was completed at the time of purchase. 


The Brand Valuation Process 


In order to measure the value of a given brand name, it was necessary to develop a system 
that was both “objective and scientific." This was easier to do for consumer goods than for the 
"brand name" of a service firm such as an advertising agency. For consumer goods, the procedure, 
developed at the Henley Centre, an economic forecasting consultancy in London owned by WPP 
Group, worked as follows: First, the level of income arising from sales of a brand was split 
conceptually into two categories—those sales due to short-run marketing influences and those sales 
due to loyalty to the brand. The aim of this approach was to isolate short-run marketing 
influences by obtaining a mathematical formula based on statistical баре to explain the sales 
оЁ the brand іп the recent past. 


Once brand loyalty sales had been isolated, the profit еїешепї attributed to brand loyalty 
could be assessed. At any point in time, however, many factors could operate in determining the 
total level of sales of a brand. This range of factors likely to exercise a systematic and important 
influence on sales included: spending power of consumers, demographics, price, competitors’ 
price, advertising, competitors’ advertising, promotion, and distribution. For each brand, a unique 


mathematical formula was generated, and the appraisers were allowed to choose which factors 


were important in a particular case. Once the formula was derived and tested, the level of brand 
loyalty sales could be calculated. 


Although this technique was proven to work well for consumer goods, there were practical 
problems in obtaining information on these factors and especially in obtaining information on 
competitors, in the case of service firms. But even before consideration of those problems, there 
was a further point related to services that needed to be examined. This was the extent to which 
loyalty to the service depended upon the individual providing the service rather than the brand. 
(See Exhibit 3 for a more detailed description of these problems.) 


In addition, there was a major difference in auditing standards between the United States 
and the United Kingdom. In the United States, an auditor, working with the firm he or she was 
to represent, had to follow strict guidelines, the Generally Accepted Accounting Principles 
(GAAP). It was the responsibility of the auditor to follow these guidelines or risk prosecution 
for material misstatement or fraud (from The New Auditor's Report of the AICPA). 


In the United Kingdom, the overriding requirement was to give a "true and fair view" of 
the value of the assets of any given company. The British philosophy was that rules alone could 
not necessarily result in a complete measure of value. Thus, all relevant information кыеш. 
value had to be weighed and taken into account іп each specific case. 


This approach was difficult to define and thus gave auditors in the United i Kingdom more 
discretion in deciding what the "true and fair" value really was for each firm. In addition, while 
GAAP restricted U.S. auditors from certain "liberal" practices, the "true and fair" approach 
allowed U.K. auditors to measure value in closer accordance with the wishes of each firm's 
management team. 
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Exhibit 1 Excerpts from Annual Reports of the WPP Group PLC for the Years 1987, 1988, 
and 1989 (including the Consolidated Profit and Loss Accounts, End-of-Year Consolidated 
Balance Sheets, Selected Notes from the Annual Reports, and Auditors’ Reports). 


Consolidated Profit and Loss Account (for the year ended 31 December 1987) 





1987 ‚ 1986 1987 1986 





£000 £000 $000 $000 
Turnover £284,082 £23,685 $477,258 $ 39,791 
Cost of sales (65,160) (17,761) (109,469) (29,839) 
Gross Profit £218,922 £ 5,924 $367,789 $ 9,952 
Other operating expenses | (197,468) (4,502) (331,746) (7,563) 
Operating Profit | £.21,454 Е 1,422 $36,043 . $ 2,389 
Interest receivable 3,739 530 6,282 891 
Interest payable and similar charges (11,076) (195) (18,508) (328) 
Profit on Ordinary Activities before Taxation Е 14,117 Е 1,797 $ 23.717 $ 2,952 
Tax on profit on ordinary activities (6,810) (613) (11,441) (1,030) 
Profit оп Ordinary Activities after Taxation E 7,307 Е 1,144 $ 12,276 $ 1,922 
Minority interests (222) (75) (373) (126) 
Profit before Extraordinary Items £ 7,085 £ 1,069 $ 11,903 $ 1,796. 
Extraordinary items | ` ` = 32 - 54 
Profit for the Financial Year Е 7,085 £ 1,101 $ 11,903 $ 1,850 . 
Dividends paid and proposed (2,337) (352) (3,926) (592) 
Retained Profit for the Year £ 4,748 £ 749 $ 7,977 $ 1,258 
Earnings per share 32.1р 13.2 $ 0.54 $ 0.22 





The main reporting currency of the group is the pound sterling and the accounts have been prepared оп this 
basis. Solely for convenience, the accounts set out are also presented expressed in U.S. dollars using the 
approximate average rate for the year for the profit and loss account ($1.68 = £1), the rate in effect on 
31 December 1987 for the balance sheets ($1.8785 = £1), and a combination of these for the statement of 
source and application of funds. This translation should not be construed as a representation that the 
pound sterling amounts actually represent or could be converted into U.S. dollars at the rates indicated. 
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Exhibit 1 (continued) 


Consolidated Balance Sheet (as at 31 December 1987) 





Fixed Asets 
Tangible assets 
Investments 


Current Assets 

Stocks and work-in-progress 

Debtors 

Assets held for resale and investments 
Cash at bank and in hand 


' Creditors: amounts falling due within one year 


Net Current Assets | 

Total Assets less Current Liabilities 

Creditors: amounts falling due after more than 
one year 

Provisions for Liabilities and Charges 


Net Assets (Liabilities) 


Capital and Reserves 


Called-up share capital 
Share premium 
Merger reserve 
Other reserves 
Profit and loss account 


Shareholders' Funds 
Minority interests 


Total Capital Employed 


1987 
£000 


Е. 79,184 


3,464 


£ 82,648 


37,920 
247,836 
115,273 


72,616 


473,645 


- (454,733) 


£ 18,912 
101,560 


(91,333) 
(74,719) 


£(64,492) 


£ 3,670 


(89,423) 
13,233 


6,963 


£(65,557) 


el 


£(64,492) 


1986 
£000 


1,810 
11,852 
1,040 


8,554 


23,256 | 


(21,510) 


£ 1,746 
6,547 


(2,725) 
“(300 


{ 
Е 3,522 


1987 
$000 


$148,747 


6,507 
$155,254 
$ 71,233 
465,560 
216,540 
136,409 


$889,742. 
854.216) 


$ 35,526 
190,780 


(171.568) 
(140,360) 


($121.148) 


$ 6,894 
(167.981) 
58 


|. 13,080 


($123.149) 
2,001 


($121,148) 


1986 
$000 


$ 9,019 
$ 9,019 


$ 3,400 
22,263 
1,954 


16,069 


$ 43,686 
(40,407) -. 


$ 3,279 
12,298 


(5,119) 
(563) 


$ 6,616 





Signed on behalf of the Board on 6 May 1988 
R.E. Lerwill and M.S. Sorrell, Directors 


The main reporting currency of the group is the pound sterling and the accounts have been prepared on this 
basis. Solely for convenience, the accounts set out are also presented expressed in U.S. dollars using the 
approximate average rate for the year for the profit and loss account (91.68 = £1), the rate in effect оп 
31 December 1987 for the balance sheets ($1.8785 = £1), and a combination of these for the statement of 
source and application of funds. This translation should not be construed as a representation that the 
pound sterling amounts actually represent or could be converted into U.S. dollars at the rates indicated. 
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Exhibit 1 (continued) ^ Notes to the Accounts (31 December 1987) 


Note 11—Tangible Fixed Assets 
a) Group 


The movement in the year was as follows: 
i ES 
Land and Buildings 
Fixtures 
and and Hotor 


Long Short 
Freehold Leasehold Leasehold Machinery Fittings Vehicles Total 


` Cost or valuation: . 

















Beginning of year 2,147 88 569 1,905 1,615 929 7,253 
New subsidiaries 7,878 4,094 40,580 1,668 25,345 1,325 80,890 
Additions ‚486 316 1,726 574 4,045 1,131 9,278 
Disposals (429) (112) (883) (322) (1,949) (635) (4,330) 
Exchange adjustments 130 (155) (5,481) (155) (2,985) (103) (8,749) 
Revaluation 1,474 - " - - - 1,74 . 
End of year (see below) 12,686 4,231 36,511 3,670 26,071 2,647 85,816 
Depreciation: | | 
Beginning of year | 35 4 93 1,044 891 385 2,452 
Reds i | e 389 ae 728 eed d Me 
isposals (225) (14) (558) (300) I (390) 
End of year (see below) E 379 1,279 1,472 3,020 482 6,632 
Sl December 198 2, 3, i з, 165 94 
i De 987 12,686 852 35,232 2,198 23,051 2,1 84 
31 December 1986 2,112 84 476 861 724 544 4,801 


қарынын MERE сымы Ак ЕС Здані М EORNM wer 
Leased assets included above have a net book value of £322,000 (1986: £142,000). | 

Basis of valuations: Plant and machinery (including fixtures and fittings) are shown at cost. Land and 
buildings include certain properties professionally revalued during 1987, by Messrs. James Andrew Badger 


(Surveyors & Valuers), on an open market, existing use basis. The historic gross cost of such land and 
buildings is £1,859,000 (1986: £333,000). | 


Auditor's Report - 
To the members of WPP Group plc 


We have audited the accounts set out on pages 87 to 109 in accordance with 
approved Auditing Standards. 


In our opinion, the accounts, which have been prepared under the historical cost 
convention, as modified by the revaluation of land and buildings, give a true and fair 
view of the state of affairs of the Company and of the Group at 31st December 1987 
and of the Group profit and source and application of funds for the year then ended, 
and comply with the companies Act 1985. 


Arthur Andersen & Co. 
London 


6th May 1985 
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Exhibit 1 (continued) ^ Consolidated Profit and Loss Account (for the year ended 31 December 


1988) 
Эн 
1988 (£000) 1987 (£000) 1988 ($000) 1987 ($000) 
Turnover? £2 ,251,306 £1,097,775 $4,010,702 $1,844,262 
Revenue 547,129 284,082 974,710 477,258 
Cost of sales (105,313) (65,160) - (187,615) (109,469) 
Gross Profit | £ 441,816 £ 218,922 $ 787,005 $ 367,789 
Other operating expenses (net) (390,380) (197,468) (695,462) (311,746) 
Operating Profit £ 51,436 Е 21,454 $ 91,633 $ 36,043 
Interest receivable 7,926 3,739 14,120 - 6,282 
Interest payable and similar charges (19,044) (11,076) (33,926) (18,608) 
Profit on Ordinary Activities before Taxation £ 40,318 £ 14,117 $ 71,827 $. 23,717 
Tax on profit on ordinary activities _ (18,930) (6,810) (33,724) (11,441) 
Profit on Ordinary Activities after Taxation £ 21,388 £ 7,307 $ 38,103 $ 12,276 
Minority interests (266) 222 (474) (373) 
Profit for the Financial Year Lt 2142 £ 7,085 $ 37,629 $ 11,903 
Dividends paid and proposed (7,033) (2,337) (12,529) eS (3,926) 
Retained Profit for the Year £ 14,089 t 4,748 $ 25,100 $ 7,977 
Earnings per share 55.0p 32.1p $0.54 


$0.98 


ж.ж EEO. ————— 


The main reporting currency of the Group is the pound sterling, and the accounts have been prepared on this 
basis. Solely for convenience, the accounts set out are also presented expressed in U.S. dollars using the 
approximate average rate for the year for the profit and loss account (1988: $1.7815 = £1; 1987: $1.6800 = 
£1), the rate in effect on 31 December for the balance sheets (1988: $1.8090 = £1; 1987: $1.8785 = £1), and 
a combination of these for the statement of source and application of funds. This translation should not 
be construed as a representation that the pound sterling amounts actually represent, or could be converted 
into, U.S. dollars at the rate indicated. 


Note on the difference between Turnover and Revenue: 


"Turnover comprises the gross amounts billed to clients in respect of commission based income together with 
the total of other fees earned. Revenue comprises commissions and fees earned in respect of turnover." 


"Turnover and revenue are stated exclusive of VAT, sales taxes and trade discounts.” 


WPP Group and Its Acquisitions 192-038 
Exhibit 1 (continued) Consolidated Balance Sheet (as at 31 December 1988) 
L _—————.—————-—-——-——— 
1588 1987 1988 1987 
| £000 £000 $000 $000 
Fixed Assets 
Intangible assets (Note 10) £175,000 - $316,575 $ - 
Tangible assets (Note 11) 86,378 79,184 156,258 148,747 
Investments 4,678 3,454 8,463 _ 6,507 
£266,056 £ 82,648 $481,296 155,254 
Current Assets 
Stocks and work-in-progress Е 34,340 Е 37,920 $62,121 $ 71,233 
Debtors 266,405 247,836 481,927 465,560 
Investments and assets held for resale 13,912 115,273 25,167 216,540 
Cash at bank and in hand 92,591 72,616 167,497 136,409 
ul | | 5407.248 473,645. $736,712 699,742 
Creditors: amounts falling due within one year i | 
(437.079 (454,733) 790,676 (854,216) 
Net Current Assets (Liabilities) £(29,831) £18,912 %(53,964) $ 35,526 
Total Assets less Current Liabilities 236,225 101,560 427,332 190,780 
Creditors: amounts falling due after more than 
one year (140,761) (91,333) (254,637) (171,568) 
. Provisions for Liabilities and Charges (34,603 (74,719) (62,597) (140,360) 
Net Assets (Liabilities) £ 60,861 £(64,492) $110,098 121,148 
Capital and Reserves 
Called-up share capital £ 3,973 £ 3,670 $ 7.187 9 6,894 
Merger reserve (150,603) (89,423) (272,441) (167,981) 
Other reserves 185,259 13,233 335,134 24,858 
Profit and loss account 21,052 6,963 38,083 13,080 . 
Shareholders' Funds £ 59,681 £(65,557) $107,963 ($123,149) 
Minority interests 1,180 1,065 2,143 _ 2,001 
Total Capital Employed £ 60,861 £(64 „492 $110,098 ($121,148) 


Se a = ыы 


Signed on behalf of the Board on 9 May 1989 
R.E. Lerwill and M.S. Sorrell, Directors 


The main reporting currency of the Group is the pound- sterling and the accounts have been prepared on this 
basis. Solely for convenience, the accounts set out are also presented expressed in U.S. dollars using the 
approximate average rate for the year for the profit and loss account (1988: $1.7815 = £1; 1987: $1.6800 
= £1), the rate in effect on 31 December for the balance sheets (1988: $1.8090 = £1; 1987: $1.8785 = £1), 
and а combination of these for the statement of source and application of funds. This translation should 
not be construed as a representation that the pound sterling amounts actually represent, or could be 
converted into, U.S. dollars at the rate indicated. 
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Exhibit 1 (continued) Notes to the Accounts (31 December 1988) 


Note 10—intangible Fixed Assets 





1988 1987 
£000 £000 
175,000 - 


Corporate brand names 





Corporate brand names represent the directors' valuation of the brand names J. Walter Thompson and Hill and 
Knowlton, which were acquired іп 1987 as part of JWT Group, Inc. These assets have been valued under the 
Alternative Accounting Rules of the Companies Act 1985 in accordance with the group's accounting policy for 
intangible fixed assets. The directors in the course of their valuation have consulted their advisers Samuel 


Montagu & Co. Limited. = di | | 


Note 11—Tangible Fixed Assets 
(a) Group 


The movement in the year was as follows: 


i Oo 


(£000) ` Land and Buildings 
| Fixtures 
Long Short Plant and and Motor 
Freehold Leasehold Leasehold Machinery Fittings Vehicles Total 

Cost or valuation: 

Beginning of year £12,686 £4,231 £36,511 £3,670 £26,071 £2,647 £ 85,816 
New subsidiaries 1,099 163 507 719 1,856 44] 4,785 
Reclassification . | - (2,523) 2,523 - - - - 
Additions 2,122 325 1,776 1,493 8,244 3,055 17,015 
Disposals (5,732) (26) (2,022) (1,274) (2,188) (990) (12,232) 
Exchange adjustments 649 494 2.117 185 1,435 52 5,932 
Revaluation 3,202 - 1,350 - - - 4,552 
End of year £14,026 £2 „БСА ҒА2,762 £4,793 £35,418 £5,205 — £104,868 
Depreciation: 

Beginning of year Е - £ 379 £ 1,279 £1,472 £ 3,020 Е 482 Е 6,632 
Charge 275 154 3,896 599 5,572 1,123 11,619 
Disposals (204) (20) (42) - (208) (521) (402) (1,397) 
Exchange adjustments 40 31 677 110 760 IB? SHEER 
End of year E X 544 5,810 £1,973 £ 8,831 1,221 £ 18,499 
Sb Decesber 199  '  £13,9 | 

1 December 1 13,915 £2 120 £36,952 £2 820 £26,587 £3 984 £86,378 
31 December 1987 £12,686 13,652 £35,232 12.198 £23,051 12.155 £79,104 





Leased assets (other than leasehold property) included above have a net book value of £1,373,000 (1987: 


£322,000). 


Basis of valuation: 


buildings is £6,511,000 (1987: 


10 


Plant and machinery (including fixtures and fittings) are shown at cost. 
buildings include certain properties professionally revalued during 1987 and 1988 
(Surveyors & Valuers), on an open market, ыша use basis. 
£1,859,000). 


Land and 


‚ by James Andrew Badger 


The historic net book value of such land and 
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Auditors’ Report 
To the members of WPP Group plc: 


We have audited the accounts set out on pages 63 to 84 in accordance with approved 
Auditing Standards. | 


In our opinion, the accounts, which have been prepared under the historical cost 
convention, as modified by the revaluation of land and buildings and corporate brand 
names, give a true and fair view of the state of affairs of the Company and of the 
Group at 31 December 1988 and of the Group profit and source and application of 
funds for the year then ended, and comply with the Companies Act 1985. 


Arthur Andersen & Co. : | 
London | | 


9 Мау 1989 
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Exhibit 1 (continued) 
1989) 


ini ыытыы” Á——— —P ——————— а а Нм 


Turnover” 
Revenue 


Gross Profit 
Other operating expenses (net) 


Operating Profit 
Interest receivable 
Interest payable and similar charges 


Profit on Ordinary Activities before Taxation 


Tax on profit on ordinary activities 


Profit on Ordinary Activities after Taxation 
Minority interests 


Profit for the Financial Year 
Preference dividends 


Profit Attributable to Ordinary Shareholders 
Ordinary dividends 


Retained Profit for the Year 
Earnings per Share 


Basic 
Fully diluted 


_____ _ —„—————-————————-——-—-—-—-——--— 


Тһе main reporting currency of the Group is the pound ster 
basis. Solely for convenience, the accounts set out are al 
approximate average rate for the year for the profit and loss account (1989: 
£1), the rate in effect on 31 December for the balance sheets (1989: $1.6125 - £1; 1988: 
a combination of these for the statement of source and application of funds. 
be construed as a representation that the pound sterling amounts actually repres 


into, U.S. dollars at the rate indicated. 


"Turnover comprises the gross amounts billed to 
the total of other fees earned. Revenue compri 


1989 (£000) 
£4,405,898 


£ 843,032 
(740,550) 
£ 102,482 


16,072 
(43,515) 


.£ 75,039 


_ (34,532) 


Е 40,507 
(2,506) 


Е 38,201 
(8,413) 


Е 29,788 
(9,913) 


Е 19,875 


75.0р 
71.2р 


‘ote оп the difference between Turnover and Revenue: 


1988 (£000) 
£ 547,129 


Е 441,816 
(390,380) 


Е 51,436 
7,926 


(19,044) 
£ 40,318 


- (18,930) | 


£ 21,388 
- (266) 


Е 21,122 
m d 
Е 21,122 


(7,033) 
£ 14,089 


54.3p 
МА 


1989 (%000) 


%7,190,755 


РЕНЕ — 


51,640,598 


$1,375,575 
(1,208,355) 


$ 167,220 
26,226 
(71,003) 


$ 122,441 


(56,346) ` 


$ 65,095 
(3,763) 


6 62,532 
(13,727) 
$ 48,605 
(16,175) 


$ 32,430 


$1.19 
$1.16 


WPP Group and Ке Acquisitions 


Consolidated Profit and Loss Account (for the years ended 31 December 





1988 ($000) 
$5 ‚010,702 
$ 974,710 
$ 787,095 
(695,462) 

$ 91,633 
14,120 
(32,926) 

$ 71,827 
(33,724) 

$ 38,103 
(474) 

$ 37,629 
% 37,629 
__ (12,529) 
$ 25,100 
$0.97 

МА 


Ling and the accounts have been prepared on this 
so presented expressed in U.S. dollars using the 
$1.6317 = £1; 1988: $1.7815 = 
$1.8090 = £1), and 


This translation should not 


“Turnover and revenue are stated exclusive of VAT, sales taxes and trade discounts." 


12 


ent, or could be converted 


clients in respect of commission based income together with 
ses commissions and fees earned in respect of turnover. 


WPP Group and Its Acquisitions 192-038 
Exhibit 1 (continued) ^ Consolidated Balance Sheet (as at 31 December 1989) 
2 АА ——————————_- ы ы 
1989 1988 1989 1988 
£000 £000 $000 $000 
Fixed Assets 
Intangible assets (Note 9) Е 350,000 £175,000 $ 564,375 $ 316,575 
Tangible assets 156,583 86,378 252,400 156,758 
Investments 19,774 4,678 31,886 _ 8,463 
| Е 526,357 £256,056 $ 848,751 $ 481,296 
Current Assets 
Stocks and work-in-progress £ 91,004 £ 34,340 $ 146,744 $ 62,121 
Debtors 648,778 266,405 1,045,155 481,927 
Investments and assets held for resale 6,759 13,912 10,899 25,167 
Cash at bank and in hand | 233,015 92,591 376,707 167,497 
| | £980,158 407,248 : $1,580,505 $ 736,712 
Creditors: amounts falling due within | 
опе уеаг LI C CR 790,676 
Net Current Assets (Liabilities) £ (169,700) £29,831 273,641) 53,964 
Total Assets less Current Liabilities 356.657 . 236,225 (575,110) 427,332 
Creditors: amounts falling due after more than | 
опе уеаг (535,618) (140,761) (863,684 (254,637) 
Provisions for Liabilities and Charges ‚ 7 1151.170) (34,603) (243,762) (62,597) 
Net (Liabilities) Assets £ (330,131) Е 60,861 $ (532,336) $ 110,098 
Capital and Reserves 
Called-up share capital E 25,065 £ 393 $ ал $ 7,187 
Share premium 192,721 - 310,763 - 
Goodwill reserve (797,811) (150,603) (1,286,470) (272,441) 
Other reserves 196,247 185,259 316,447 335,134 
Profit and loss account 40,927 21,052 . 65,995 38,083 
Shareholders’ Funds £ (342,411) £ 59,681 $ (552,138) $ 107,963 
Minority interests 12, 1,180 р EN 
Total Capital Employed £ (330,131) Е 60,861 $ (532,336) $ 110,098 


i 


Signed on behalf of the Board on 9 May 1989 
R.E. Lerwill and 4.5. Sorrell, Directors 


The main reporting currency of the Group is the pound sterling and the accounts have been 


prepared on this 


basis. Solely for convenience, the accounts set. out are also presented expressed in U.S. dollars using the 


approximate average rate for the year for the profit and loss account (1989: 
= £1), the rate in effect on 31 December for the balance sheets (1989: $1.6125 = 
and a combination of these for the statement of so 
not be construed as a representation that the pound ste 


converted into, U.S. dollars at the rate indicated. 


urce and application of funds. 


$1.6317 = £1; 1988: $1.7815 
£1, 1988: $1.8090 = £1), 

This translation should 
rling amounts actually represent, or could be 
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Exhibit 1 (continued) ^ Notes to the Accounts (31 December 1989) 


Note 9—Intangible Fixed Assets 


—— —á———— HMM ———— M —— ———————— 


аламы НЫ $ — DES а ШЕ. 
Corporate brand names: | 

Beginning of year | £175,000 
Additions at fair value to the group-Ogilvy & Mather 175,000 
End of year £350,000 


ee 


Corporate brand names, represent the.directors' valuation of the brand names 
3. Walter Thompson and Hill and Knowlton which were valued in 1988 and Ogilvy 
& Mather acquired in 1989 as part of The Ogilvy Group, Inc. These assets 
have been valued in accordance with the group's accounting policy for 
intangible fixed assets and in the course of this valuation the directors 
have consulted their advisers, Samuel Montagu & Co. Limited. | 
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Exhibit 1 (continued) Notes to the Accounts 
Note 10—Tangible Fixed Assets 
a) Group 


The movement in the year was as follows: 








| Land and Buildings Fixtures, Fittings 

(£000) Freehold Leasehold and Equipment Total 
Cost or valuation: 

Beginning of year 14,026 45,426 45,416 104,868 
New subsidiaries 3,969 24,060 30,181 58,210 
Additions | 139 . 7,108 19,112 .26,359 
-Disposals . ` (851) (1,665) > . (4,134) ^ (6,650) 
Exchange adjustments 419 4,974 5,354 10,727 
Revaluation 2,445 (350) - 2,095 
End of year 20,147 79,553 95,909 195,609 
Depreciation: 

Beginning of year 111 6,354 12,025 18,490 
Charge 146 4,780 14,903 19,829 
Disposals (12) (100) (1,073) (1,185) 
Exchange adjustments 34 411 1,447 1,892 
End of year 219 11,445 27,302 39,026 
Net book n 9 " - 
31 December 198 19,868 68, 1C 68,607 156 : 
31 December 1988 _ 13,915 39,072 33,391 “86,378 


Leasehold land and buildings comprises £3,485,000 (1988: £2,120,000) held on long 

leasehold and £64,623,000 (1988:  £36,952,000) held on short leasehold. Leased assets 

зоча паа leasehold property) included above have а net book value of £1,812,000 (1988: 
„3/3, : | 


Basis of valuation: Fixtures, fittings and equipment are shown at cost. Land and 
buildings include certain properties professionally revalued during 1989, by messrs. James 
Andrew Badger (Surveyors & Valuers), on an open market, existing use basis. Other - 
properties are included at historic cost. Тһе amount included in respect of revalued 
properties is £16,444,000 (1988: £12,314,000); the historic net book value of such land 
and buildings is £8,542,000 (1988: £6,511,000). 


Auditors' Report 


То the members of WPP Group ріс: / 


We have audited the accounts set out on pages 41 to 63 in accordance with Auditing 
Standards. 


In our opinion, the accounts give a true and fair view of the state of affairs of the 
Company and of the Group at 31 December 1989 and of the profit and source and 
application of funds of the Group for the year then ended, and have been properly 
prepared in accordance with the Companies Act 1985. 


Arthur Andersen & Co. 
' London 


s — p——À————————)——3——————À'/m—J——————————————— 
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Exhibit2 Goodwill? 
ee aM 


Country Predominant Method Comments 


Country  ргефшта” Bethod ы 


U.S. Capitalize ° Amortize to expense over Useful Life-not to 
exceed 40 years. 


B —— P — MÀ ——— ——————————— 


U.K. ^ Direct write-off versus reserves (i.e., Capitalization is permitted. If capitalized 
Retained Earnings) in the year of | _ amortize to earnings over Useful Life, if 
acquisition. : _ determinable. If Useful Life is not reasonably 


determinable, the Goodwill should not be 
written off. There is no stated maximum 
Useful Life restriction. 


др 


Canada Capitalize. . | Similar to 0.5. 
am - | Б E 
Japan Capitalize the amount by which the purchase If capitalized, amortize to expense over Useful 
price exceeds the Book Value of net assets Life-not to exceed five (5) years. Expense 
acquired (not Fair Value). is tax-deductible. 
ә ee Maie 
France Capitalize. | Amortize to expense over а 5 to 20-year period. 
т дд ооо 
Germany Capitalize. | Amortize to expense over а 4-year period (can 


be extended if justified in the circumstances). 
Expense is tax-deductible on a straight line 
basis over 15 years. 


an l U aaau 


Switzerland Option to write off versus reserves in the Goodwill purchased as a pre-existing asset of 


year of acquisition or to capitalize. an acquired company is capitalizable and the 
amortization of this Goodwill is tax 
deductible. 
i 
Netherlands Options: : | ` If capitalized, amortize over 5 years (can be 
(1) Capitalize extended to 10 years if justified in the @ 
(2) Write-off to expense in the year of circumstances.) 
acquisition. 
(3) Write-off vs. equity in the year of 
acquisition. 
a нньннБь —— 
Hong Kong Similar to the Netherlands. If capitalized, amortize to expense Only if, 


and to the extent, that value has diminished. 


юе ш————————— 


Australia Capitalize. Amortize to expense over Useful Life-not to 
exceed 20 years. 


e ——— Óá——— наннан —— HP ———— —— Se 


Malaysia Capitalize. Amortize to expense over Useful Life with no 
stated maximum. 


в——————--_— 


Description: Goodwill arises from Business Combinations accounted for under the purchase method. It is 
defined as the amount by which the purchase price of the Acquired Company exceeds the fair value of the 
Acquired Company's net assets. Goodwill may either be capitalized by the Acquiror and amortized ratably 
over its Estimated Useful Life (with stated maximums) or written off in the year of acquisition. Such a 
direct write-off normally is directly against Shareholders' Equity (called Reserves in the United Kingdom) . 
The amortization of Goodwill is not a tax-deductible expense except as noted above. 


"Reprinted with the permission of Mr. John Fawls, CPA, Merrill Lynch Capital Markets, Copyright 1989. 


Oe À)—— Á————Éá—————————————X—————————————— —m | 
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Exhibit 3 


In thinking along the lines of corporate versus personalized loyalty it might be useful to introduce a simple 
analogy. If one thinks of a football team this is clearly a case of corporate loyalty. Individual players and managers may 


come and go, but the fans’ loyalty is predominantly with that abstract corporate notion-the "team." On the other side 


of the coin, one can imagine а consultant's (e.g. a doctor's) relationship with a client-a relationship based primarily upon 
personal factors. Should the consultant in question leave his present firm it’s quite conceivable that he will take his 
clients with him. The question now is where along this corporate-loyalty, personal-loyalty continuum lies the world of 
the advertising agency. 


In approaching this question the following general factors need to be considered: 
А People Profession 


- Undoubtedly the advertising world is grounded upon a considerable degree of personal interaction. Within 
such an environment individual relationships and loyalties naturally flourish-even more 50 given the need for 
confidentiality and campaign consistency. The exact extent of the “personal factor” is difficult to quantify since it will vary 
from case to case and depend upon the influence of the person in question. There is no doubt, however, that in some 
cases a client's loyalty is primarily to their contact within an agency rather than with the agency itself. There have been 
some notable examples of this, through clients following key individuals when they leave the agency. A famous example 
in 1981 was a number of clients who followed Frank Lowe from Collet Dickenson Pearce to Lowe Howard-Spink. 
Recent examples include: 


Dec 1988 - David Harrison leaves Leo Burnett Direct and formed RSCG Direct. He takes with him the Bankers 
Clearing Services Consortium account which he brought to the company when he joined. 


Dec 1988 - David Pasley leaves FCB Pasley Woods and takes clients with him. 


1988 - Malcolm Gaskin leaves TBWA to form WMGO and takes the Wolverhampton and Dudley Breweries 
Account with him. 


Nov 1987 — Jobn Collington joins CTMC from Hilton Consumer and takes the Answercall account with him. 


June 1987 -Chris Davis seems set to leave АНН and industry sources suggest that if he leaves, a number of clients with 
whom he has worked will be prompted to review. | 


A Capricious Profession 


| Given the advertising world’s dependence upon creativity, Шеге is an inherent danger of it becoming а hostage 
to fads and novelty. The continual quest for innovation makes it a volatile environment and can at times dictate against 


account to Leagas Shafron, during which their Marketing Manager stated that "it wasn't that we were unhappy with 
Connell May and Stevenson, but it was felt that the time was right for a change." This type of philosophy can clearly 
impinge upon the loyalty of an agency's client-base. 


A Predatory Profession 
The advertising world is, in а client sense, a highly acquisitive environment. Advertising Age, for example, found 
that 72% of its sample of company advertising directors bad been approached within the previous 3 months by agencies 
trying to acquire their business. In such a competitive arena corporate (and individual) loyalty is put under a strain. 
This volatility is further increased by the prevalence of new agencies; in the case of Britain an average of 20 
a year (in 1981 there were 43 new agencies launched). The disruptive effect of these new players is increased by the 
fact that their very newness may, for the creative reasons alluded to earlier, be perceived as attractive in itself 


TT 
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Agency Size (Client Base) 


To set against the above, the size of the agency is a very important fact. The larger the agency, the easier it 
is to replace important individuals with others of similar standing in the profession. Obviously in the case of JWT, its 
list of accounts is among the most comprehensive of all agencies on a world scale. Just as important though is the 
quality of the client base. Here, JWT is again impressive with names such as Kellogg, Rowntree Mackintosh and Kraft 
on its books. The strength of these brands is in part attributable to JWT's own guidance, and it can be said that some 
of their brand strength has rubbed off on to JWT itself This will be particularly true where the relationship is long- 
standing. In this sense JWT again looks good with an average length of service for its present clients standing at 13 
years—with many accounts going back much further, e.g., Kraft 1926, Lever 1927, and Kellogg 1938. This evidence would 
suggest that to a large extent, JWT transcends the erratic nature of the advertising game. Moreover this duration of 
client relationship would also imply that JWT's clients do not easily transfer their loyalty from the corporate body to 
individuals within it. | 


Most examples of accounts moving with individuals relate to the smaller agencies rather than to the major 
players in the game. 

To illustrate this latter point, advertising agencies are categorized according to their age. This is most 
commonly expressed in the form of 3 separate “waves" of agencies. This corruption of Toffler's term represents a rather 
obtuse form of description, although it does provide a reasonably convenient way of approaching the subject. 


Although exact definitions vary the "first wave" is generally used to refer to:those agencies, such as JWT, which 
existed prior to 1970. Those agencies which emerged in the next decade and a half tend to constitute the "second wave," 
and include such names as Lowe Howard-Spink and Saatchi and Saatchi. Finally, there is the “third wave" which 2065 


back to the mid-1980s and is used to refer to new agencies such as Devito, Butterfield, Day, and Hockney. 


Upon the basis of this schema we can make some general comments relating to the likely balance of corporate 
versus individual influences within the different categories of agency. In the case of the "first wave" for example, their 
client loyalty will have accrued over a long period of time and will be relatively independent of the qualities and 
influences of existing members of staff. This will be less true in the case of the "second wave," since it's likely that their 
founders will still be in control and will be personally responsible for much of the goodwill enjoyed by the agency. 
Finally, in the case of the “third wave" agencies their brand value will tend to be heavily skewed towards their high profile 
founders and other key personnel | 


Following on from the above approach it is clear that the names of the newer agencies tend to be synonymous 
with the name of their founders or other key personnel In the event that one of these key personnel leaves the agency, 
then the agency's own name and state of continuity, may be disrupted. In short this type of agency is extremely 
susceptible to the mutilation of its brand image. 


This will also tend to be the case with the second wave of agencies, although to a lesser extent since their longer 
existence will have imbued some level of brand value independent of those individuals of whom the agency is the 
namesake. Nevertheless, it would still be inconceivable to imagine that the likes of Saatchi and Saatchi could survive 
the departure of their founders with their reputation intact. Again, to a large extent these agencies are their key 
personnel. | 


In the case of the "first wave" agencies such as JWT though, the situation is entirely different. Put simply the 
name JWT is not a derivative of any existing individuals within the agency. As such, its future brand value is not 
contingent upon its continued association with certain high profile individuals. In discussing brands in general, Professor 
John Quelch of the Harvard Business School has stated that "brands of the highest stature are likely to be those 
coincidental with the companies’ own name" (e.g., Heinz soup rather than “Head and Shoulders"). Adapting this to the 
case of advertising agencies, the opposite can seem to be the case; that is, the strongest and most secure brands are those 
where the product (Le., the personnel) do not share the companies’ name. 


To conclude then, it appears from this analysis that JWT satisfies all those criteria which would suggest the 
existence of a strong client loyalty; a loyalty moreover which is grounded upon corporate rather than individual allegiance. 


In the case of the United States this strength would seem to be confirmed by the results of the Advertising Age's 
Agency Watch poll which has consistently placed JWT in the number one position in terms of industry perceptions. This 
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consistency, moreover, was not disrupted by the personnel problems experienced by JWT over the last few years: as the 
Advertising Age (May 1988) itself expressed it "TWT seems to be surviving the management turmoil of the past 18 
months with its reputation intact." 


“In the British context this same strength is demonstrated by the high level of continuity of JWT's accounts. 
In 1986 and 1987 for example around 96% of J'WT's clients kept their business with the agency for the following year-an 
impressive level of retention given the possibility of "one off" campaigns (€... Government flotations) and the erratic 
nature of the industry. 


As mentioned above, a practical problem with carrying out the brand valuation for an agency in the same way 
as for a consumer product arises from a lack of data. A more oblique way of approaching the question is required. 


An extensive literature exists in economic theory relating to dominant firms and the likelihood of their decline. 
(See, for example, Geroski in Hay and Vickers (1987), The Economics of Market Dorninance, for a recent critical survey). 
In other words, given а firm which bas а large market share, what is the likelibood of this declining substantially and by 
what processes will this decline come about? ‘There is a presumption in theory that competitive forces will erode 
monopoly power and lead to the decline of even the most dominant firm. In practice, the theory is not supported all 
that well and powerful firms exercising dominance Over markets can persist for a very long time. 


Source: Valuing the JWT Brand, a Henley Centre Report, Jan. 1989, 3-7. 
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BRITAIN 


FROM ВОССАМЕЕВ 


TO BUILDER 


| Ex-bad boy Martin Sorrell has WPP's debt down and stock up 


PHOTOGRAPH oF PETER JORDAN/NE IWORK, CHART ВУ ALBERTO МЕНА 


artin 8. Sorrell is in a reflective 

mood. The chief executive of ad 

conglomerate WPP Group seems 
satisfied over the recovery of his com- 
pany, but he’s not gloating. Instead, he 
is preaching the need for prudence in an 
industry he predicts is headed for an- 


other wrenching shakeout. Says Sorrell: | 


“Having gone through what we went 
through in the late 905 anc early '90s 
makes us much more cautious." 
Anyone familiar with Sorrells ре 
caresque career would be amazed at 
such a statement—and maybe even à 
little dizzy with disbelief. Is this the 
same Sorrell who used lots of gump- 
tion and other people’s money to take 
over giant U.S. ad agencies J. Walter 
Thompson Co. and Ogilvy & Mather 
Worldwide? The same Sorrell whose 
empire almost collapsed under that 
takeover debt? The man who then out- 
raged many shareholders by rewarding. 
himself a lavish plan of incentive pay po- 
tentially worth more than $20 million? 
It is. But that's the new message. 
Martin Sorrell, 51, is no longer а bucca- 
neer. He sees himself as a builder. Апа 
the amazing thing is, he may be right. 
Consider the signs of steady im- 
provement. In August, WPP reported а 
40% jump in pretax profits for its first 


half, to $104 million on revenues of 51.3 
і 
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CONSERVATIVE? 
Sorrell can’t afford 
to go on any more 
buying binges. 
“Having gone 
through what we 
went through in the 
late "805 and early 
905 makes us much 
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million. According to a complex stock 
price and performance formula, he has a 
chance to earn three more big chunks of 
shares worth perhaps 316.5 million. But 
he can’t cash in апу of the stock until 
1999. 

The higher wPP stock rises, the 
greater his rewards, so Sorrell must 
keep managing shrewdly. Some critics of 
this royal pay scheme remain unap- 
peased, including Anne Simpson, joint 
managing director of Pension & Invest- 
ments Research Consultants in London. 
Says Simpson: “As he presided over the 
downturn, that [package] doesn’t make 


sense.” Sorrell disagrees, noting WPP . 


has been a top stock performer. Says 
Lorna Tilbian, analyst at brokers Pan- 
mure Gordon & Co.: “It’s done phenom- 
enally well. The only chink in the armor 
is what the world economy will throw at 
them. Everything within their control 
they are doing.” 

LINKING UP. For his part, Sorrell sees 
more turmoil for agencies, as clients 
keep pressing for better deals on fees 
and the business grows more global and 
complex. This shakeout, he predicts, wil 
hit midtier firms hard and strengthen 
the hand of the giants: wPP, Omnicom, 
Interpublic Group, Leo Burnett, and 
Young & Rubicam. 

Sorrell is also pushing to build links 
between his operating 
“=. companies, encouraging 
#54 coordination in areas 
^ such as media buying, 
22% research, advertising, 
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сз claims success with 


"4 Global Communications, 
c4 a new satellite commu- 
:41 nications service that is 
^! using J. Walter Thomp- 


more cautious" о Ncc ap SPL om s lese agency ав 
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billion. Debt, once almost $750 million, is 
down to $263 million. 

As the storm has receded, the power 
of wPP's superagencies has emerged. 
Ogilvy 6 Mather has been winning а 
string of high-profile accounts, most no- 
tably mx, with $500 million in billings. 
Meanwhile, J. Walter Thompson has 
won juicy new accounts, such as Twen- 
tieth Century Fox. 

The company’s New York-traded 
American depositary receipts, each equal 
to 10 wep shares, аге up about 50% this 
year (chart). That surge has triggered 
the first payout in the controversial pay 
plan Sorrell pushed through in 1995. On 
Sept. 11, he qualified to receive 1.17 
million shares currently worth some 542 


co 


оскал lie relations апі re- 
search companies. “We reckon that 20% 
of the increase in revenue each year is 
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¿ii and public relations. Не | 


companies such as ICO | 


[from] some form of cooperative effort,” | 


says Sorrell. 

By marketing WPP as a one-stop shop, 
Sorrell harks back to his original reason 
for building his empire: the supposed 
synergies a global ad conglomerate could 
deliver. That vision did not save WPP 
from some scary moments, and critics 
say the synergies never materialized. 
But these days, Sorrell is avoiding new 
doses of debt, keeping a lid on costs, 
and making the stock go in the right di- 
rection. The man still has his enemies, 
but now he has his admirers, too. 

By Heidi Dawley and Stanley Reed 
in London 
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Some Important Accounting Issues Internationally 
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Valuation of investments in securities, especially after SFAS 
115; The Equity method, etc. | 


The consolidation area, especially consolidation goodwill and the 
related BRAND NAMES issue 





The treatment of foreign currency issues, particularly statement 
classification of foreign exchange gains and losses 


Pension costs and related issues, e.g., Termination Pay 
Accounting for Leases 

Revaluation of assets and subsequent depreciation or 
amortization (or the absence thereof); interest during 
construction 

Inventory cost flow assumptions, especially LIFO vs all others 
The practice of hidden reserves - Profit Smoothing 
Income tax allocation - both interperiod and intraperiod 
Research and Development costs 

Treatment of minornty neret and treasury stock 
Disclosure practices 


Formatting of financial statements; terminolog 


Extraordinary items, discontinued operations, changes in 
accounting principles, corrections of accounting errors 


The Statement of Cash Flows 
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П. The International Accounting Standards Committee (IASC) and The 
International Organization of Securities Commissions (IOSCO): 


14 About the IASC: 


2. Established in 1973 with the objective of creating a higher level 
of "harmonization" of accounting principles and reporting 
practices throughout the world. 


1. Some achievements: 


* 32 standards issued. | 
| Improvements of earlier standards. 
Ambitious work plan. 
Goal of IOSCO endorsement of its standards by | 44 $.- 


i. Some perceived deficiencies: 
а Still too many alternative treatments? 
g No legal status, therefore no real clout? 
* Still does not cover enough of the issues? 
2. About the IOSCO: 
a. It is comprised of regulatory authorities from many countnes (at 


least 65) and has a keen interest in the harmonization of world 
accounting principles particularly because of the desire for ап 
easier process for cross registration of securities. 


1. Де NERA] objective of the IASC and the IOSCO. 


ii. Endorsement by the IOSCO of the standards of the 
IASC. 


üt. Cross registration of securities using IASC standards 
(i.e., Internationally Accepted Accounting Principles). | 


Important Accounting Issues Internationally = 


Recorded below is а list of some of the more important accounting issues, 
considering differences in accounting principles and financial reporting practices 
among the various countries: 


i MARKETABLE EQUITY SECURITIES - VALUATION: 





a) Ownership of less than 20% - in the U.S. - market value; in other 
countries the valuation could be at cost, or lower of cost or market. 


b) Ownership of 20% to 50% - in the U.S., the equity method; in other 
countries could be cost, or lower of cost or market. 


c) Ownership in excess of 50% (assuming control exists) - in the О.5.,. 
consolidation is required. In other countries the rules pertaining to 
consolidation vary considerably - one of the major areas of difference 
internationally. 


RELATED ISSUE - TREATMENT OF CONSOLIDATION GOODWILL - 
in the U.S., it must be capitalized and amortized to income over a period not 
exceeding 40 years. In other countries (especially the U.K.) it can be charged 
against equity accounts in the year of acquisition creating the condition of no 
impairment of future earnings by the goodwill write-off - very important and 
controversial issue. Brings into play assignment of value to brand names. 










2; FOREIGN CURRENCY TRANSLATION/TRANSAC 
approach to translation of foreign financial statements 15 W 
U.S. with SFAS 52 being the governing pronouncement. Depending on the 
conditions (in SFAS 52 terminology, the “functional currency”), we use either 
the current rate method to translate or we “remeasure” the foreign financial 
statements into U.S. dollars (essentially translation using the monetary - 
nonmonetary method). Different approaches to translation are used in other 


countries. 


In the U.S., translation gains or losses are charged or credited to a special 

account in the equity section of the balance sheet if the current rate method is 
used; they are charged or credited to income if the remeasurement approach is 
used. Translation gains or losses may be classified differently in the financial 
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statements in other countries. 


In the U.S., all transaction gains or losses, with two exceptions, must be 
charged or credited to income. Not so in other countries where various other 
approaches, such as capitalizing such losses, or deferring them in other ways, 
are used. This can be a source of large differences іп net 1ncome and 
shareholders' equity. 


PENSION COSTS - In the U.S. accrual accounting is used and actuarial 
assumptions and calculations are required. Extensive information explaining 
the nature of the costs recorded in the income statement and the prepaid or 
accrued pension costs included in the balance sheet is required. In many 
countries a “pay-as-you-go” method of accounting is used and little 
information provided. If an accrual method is used, the means of arriving at 
the amounts may have been much different from the U.S. approach. Large 
amounts are involved so the difference in net income and net worth can be 
considerable. 





An interesting area to be aware of - legally required termination/severance pay 
arrangements for which the pay-as-you-go method is used - the amounts 
involved should be subjected to accrual accounting and can result in omission 
of substantial liabilities and distortion of earings. 


LEASES - In the U.S. leases meeting certain criteria (i.e. a conclusion that 
ownership rights and responsibilities have, substantively speaking, transferred 
from the lessor to the lessee), must be capitalized and treated as fixed assets 
with related debt shown in the balance sheet. In many countries all leases are 
treated as operating leases with only annual rentals charged to income. The 
difference in treatment causes differences in reported income and omission of 
liabilities (off-balance sheet financing). 





PROPERTY. PLANT AND EQUIPMENT - In the U.S. these accounts are 
valued at historical cost, less accumulated depreciation. In some countries 
(particularly those under hyper-inflationary conditions where costs should be 
adjusted for inflation) it is permissible to restate the amounts to reflect current 
replacement costs. 


a) Interest During Construction - may or may not be required. 


b) Depreciation Methods - іп the U.S. depreciation 15 usually calculated on a 
straight-line basis for financial reporting purposed but on an accelerated 
basis for tax purposes (creating an “income tax allocation” condition). In 
many other countries the method will be different even to the extent of 
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EE: 


allowing more or less arbitrarily high depreciation charges. 


INVENTORIES - a common cost flow assumption in the U.S. is Last-in, 
First-out (LIFO). This method is not common worldwide and is not permitted 
in some countries. 


THE USE OF RESERVES - In some countries reserves of one kind or 





another are common. Some are used to smooth profits; some are segregations ` 


of the equity accounts; some are used to provide liability recognition for an 
uncertain, undefined, possible future payment (conditions we would call 
contingencies and record only in the notes to the financial statements until the 
payment requirement is probable and the amount can be reasonably estimated); 
some are recorded in the financial statements because they are allowed as tax 
deductions if they are recorded on the books. 


INCOME TAX ALLOCATION (DEFERRED INCOME TAXES) - in the 


JUNC ААА АЗАНДА ELA а Ды Га лала аа ы 


U.S. differences of а temporary nature іп the basis of assets or liabilities give 


rise to a difference in income tax expense as recorded in the income statement | 


and income tax payable as reflected on the tax return. The tax effect of those 
temporary differences must be recognized in the financial statements as 
deferred tax assets or deferred tax liabilities. In many other countries 
differences between financial income and taxable income (1) do not exist 
because of the tax law - so no problem, or (2) do exist but deferred income tax 
accounting is not practiced. 


RESEARCH AND DEVELOPMENT COSTS - must be written off to 
income in the year incurred in the U.S.. Many other countries permit 
capitalizing R&D and writing it ой over some period of years based on 
expected earnings from the R&D expenditures. 





MINORITY INTERESTS - in some countries this is considered to be part of 
equity rather than debt of the consolidated group. 





TREASURY STOCK - in some countries it is treated as an asset rather than a 
reduction of equity with dividends paid on the treasury stock and recorded as 
revenue in the income statement. 





DISCLOSURE - the level of disclosure varies greatly among the various 
countries. Since so much information is presented in the notes of a well 
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prepared set of financial statements, this is an important matter; the notes help 
immensely in gaining in good understanding of the financial position and 
operating results of a company. 


FORMAT AND TERMINOLOGY - that used in the financial statements of 
many countries may be quite different from that used in the U.S., making 
intelligent comparison difficult. 





CLASSIFICATION OF CERTAIN ITEMS IN THE INCOME 
STATEMENT - in the U.S. transactions which meet the criteria of an 


"extraordinary item" must be separated from the results of continuing 
operations and shown, net of income tax effect, on the income statement. 
Other income statement items which are not part of continuing operations must 
be similarly treated, e.g., (1) net income or loss related to discontinued 
operations, as well as any gain or loss on disposition of the discontinued 
operation; and (2) certain changes in accounting principles. Items of this nature 
might not be set out clearly in the income statements. prepared in many 
countries. 


STATEMENT OF CASH FLOWS - it is an essential part of the financial 
statements under U.S. GAAP. It is not in many other countries. In some we 
may find a statement of sources and uses of funds (concentration on changes in 
working capital rather than cash); in some we may find no statement of this 
kind. 
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FINANCIAL HIGHLIGHTS д 

FOR THE YEARS ENDED JUNE 27, 1993 AND JUNE 30, 1992 AND 199] S 

ОЕ ЗЕ ЗЕЕ ЕН ЕВЕ ВЕЕР e m ВЬА ec 

| 1993 1992 1991 ТІ 

Net Sales ........... $1,139.462,000 $1,041.828,000  $950,747,000 = 

income Before | | = 

Provision for = 

income Taxes ...... 114,405,000 80,203,000 52,955.000 = 
МеїЇпсот.......... 70.345.000 51,505.000 36.453.000 
Per Share 22x 4.86 2.56 2.52 


Frovision for 


Depreciation ....... 47.222.000 41,115,000 36,457,000 
Expenditures for 
Plan: and mE 
fopseni ооуу: 38,110.000 ` 40.224,000 32.036.000 
Cash Dividends Paid .. 24.588.000 23,142.000 23.142.000 
Per Share... ceu 1.70 1.60 1.60 
Shareholders’ 
IVESUMEM x vou 239,958,000 312.404.000 — 254.713.000 
Per Share ....... 24.89 21.60 19.69 
Remum on Avera ge 
Shareholders’ 
BIVESUDEID uas 20.9 Se: 17.3% 13.1% 


Economic Return 


on Capital awe esses | 12.99 9.66 82% -> Вт ges & Stratton 
Average Number of | | i Corp oration | 

Shares of Common 

Stock Outstanding ... 14,463,500 14,463.500 — 14.463.500 The world’s largest 
—————————————————— producer of air cooled 


gasoline engines for 
outdoor power equipment 
and locks for the 
transportation industry. 
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CONSOLIDATED STATEMENTS ОҒ INCOME 


FOR THE YEARS ENDED JUNE 27, 1993, AND JUNE 30, 1992 AND 1991 





1993 1992 1991 
NET SALES: i... mar wuwac wes vus $1,139,462,000 51,041,828.000 5 950,747,000 
GOST OPFODODS SOLD... Lam ЛИСТ 926.861.000 867.780.000 818.316,000 
Gross Profit on Sales .................. 212,601,000 174,048,000 132,431,000 
ENGINEERING, SELLING, ! 
GENERAL AND | 
ADMINISTRATIVE EXPENSES ...... € 83,176,000 78,736.000 69.015.000 
Income from Operations ............... 129,425,000 95,312,000 63,416,000 
INTERES! EXPENSE icerum a us (11,283,000) (11,246,000) (11,236,000) 
OTHER INCOME (EXPENSE), Net ......... (3.737,000) (3.863.000) 773.000 
Income Before Provision for 
Income Takes |. uS SR RAW өш 114,405,000 | 80,205,000 52,953,000 
PROVISION FOR INCOME TAXES ........ : 44.060.000 1 28.700.000 16.500.000 
NEIINCOME:..:.: 4a s nr .Г7.. S 70345000 551 51.503.000 S — 56.455.000 
МЕТ INCOME PER SHARE ............... $ 4.86 52 3.56 5 2,52 
CONSOLIDATED STATEMENTS 
OF SHAREHOLDERS’ INVESTMENT 
FOR THE YEARS ENDED JUNE 27, 1993, AND JUNE 30, 1992 AND 1991 
Additional Cumulative 
Common Paid-In Retained Translation 
Stock Capital Earnings Adjustments 
BALANCES JULY 1,1990 ..........- S 45,391,000 5 - $ 230,818,000 — $(2,826,000) 
Net Income ест шыта 2s - - 36,455,000 - 
Cash Dividends Paid (51.60 per share) . - - (23,142,000) - 
Currency Translation Adjustments ... - - - 21.000 
BALANCES JUNE 30, 1991 .......... 43,391,000 - 244,129,000 (2,805,000) 
Ner ОШ ous с ыы - - 51,503,000 - 
Cash Dividends Paid (51.60 per share) . - - (23,142,000) - i 
Currency Trans'ation Aaiustments ... = - | - (672.000) 
BALANCES JUNE 30, 1992 .......... 43,391,000 - 272,490,000 (3,477,000) 
Net Income ........ er - - 70,345,000 , 5 
Cash Dividends Paid (51.70 per share) . - - (24,588,000) - 
Reduction of Par Value ............ (43,246,000) — 43,246,000 = - 
Purchase of Common Stock 
ior В ou NUR - (463,000) - - 
Proceeds from Exercise of 
Glock Ороп... emm nmmmnm = 100,000 - Е 
Currency Translation Adjustments ... = - - (1,340,000) 
Loss on Foreign Suusidiary ......... - - -- 3,500,000 
BALANCES JUNE 27, 1993 .......... S 145.000 S$ 42.883.000 5318.247,000 $(1,317.000) 
AE ES == —_—_—_ кетты жалы и 


Тһе accompanying notes to consolidated financial statements аге an integral рап of these statements. 
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^ONSOLIDATED BALANCE SHEETS 


AS OF JUNE 27, 1993 AND JUNE 30, 1992 


ASSETS 1993 1992 
CURRENT ASSETS: m ш 
Cash and Cash Equivalents ............ — — EAA TEA .. $ 39,501,000 . 5 78,942,000 
Short-Term Investments ..................-...------------ 70,422,000 | - 
Receivables, Less Reserves of $754. 000 and $662,000, 
КЕЗБЕРИНМЕНссовыисигикишьныныысауыяншышыншштаорысысыныса 124,981,000 105,615.000 
Inventories - | 
Fimshed Producte ORE PANS. 1. seems aede C ELE a 46,061,000 44,294,000 
эт Ты ыы 25,320,000 25,014,000 
BOW ТО ТИЕ B A E ы Aore E В ы 2.684.000 3,181,000 
Total Inventories ...... EER E E A акар —U 74,065,000 72,489,000 
Future Income Tax Benefits ........... ——n" 27,457,000 23,264,000 
Piem Espenes: О Coe ei MN аа a 16.537.000 | — 18.837.000 
Тойлап Саптаныла жамы Leu eere nec ——Á— р 352.963.000 297.147.000 
PREPAID. PENSION COST „ела vmm cR n Rh мень жесе 7.602,000 7.008,000 
PLANT AND EQUIPMENT: 
Land and Land ипргоуешет<$......................-..-.... 10,991,000 10,959,000 
Iss ANE ei Dt NR EM. 102 ERR 114,066,000 112.695,000 
Machinery and Equipment: ...................-.....------ 516.565.000 502,672,000 
Соп5їги©поп in PrOgTeSS ас... а онаа — өзі 16.498.000 17.129.000 
658,120,000 643,433,000 
Less - Accumulated Depreciation and Unamortized 
lovesem Tex COSI] oo cc сасыса xa wow Usu 362.578.000 335.735.000 
Total Plant amd Equipment, Nét 222. 1 eese ee vec eus 295.542.000 309.698,000 








$ 656.107.000 5 613.853.000 
LIABILITIES AND SHAREHOLDERS’ INVESTMENT 


CURRENT LIABILITIES: 
ЈАСНИ РАЛЫ „шишисе hera su E KO ыз ae D Mac .... % 39,357,000 $ 46,764.000 
Domestic Nous Pavablé аараан аараан - 5,000,000 
БОТЕН ИЯЛ. ——"————————— 15,927,000 26.853,000 
Accrued Liabilities - mv 

JANE HIT = NES. ados t eom ыты 34,668,000 24,054,000 

те ЕЛЕР T. — ——— 28.318,000 25,828,000 

Taxes, Other Than Income Taxes ......................... 6,003,000 4.497,000 

Soo P——— PL ver 23.079.000 14.010.000 

Total Accrued Liabilities 1... esu snm MA асықтан 92,068,000 68,389,000 
Federal and State Income Diss... ERE nr tme rm cos 10,592,000 13,133,000 
Tota] Corrent НЕ ll oorr emm S. 157,944,000 160,139,000 
DEFERRED INCOME TAXES а ааа АЙ 49,900,000 53,332,000 
ACCRUED EMPLOYEE BENEFITS. ;;..;...........:...;.... 13,305,000 12,978,000 
LONG-TERM DEBE аа. ада onde odes _ 75,000,000 75,000,000 
SHAREHOLDERS’ INVESTMENT: 
Common Stock - 

Authorized Shares, 30.000,000 in 1993 and 1992, 

Issued and Outstanding 14,465,500 Shares in 1993 and 1992 

DOA, Par Vale in 7995 ааа 145,000 - 

S300 Par Valve т 1009, ое ауы кише ela ove cVa v usuUg - 43,391,000 
Additional Paid-In Сарйа!................................. 42,883,000 - . 
БЕИШЕН Бани Os les Bae Rew areren yega 318,247,000 272.490.000 
Cumulative Translation Adjustments ........................ (1.317.000) (3.477.000) 

Total Shareholders vesine ТТР лань was 359,958,000 312.404.000 
$ 656.107.000 5 615,855.000 


The accompanying notes to consolidated financial statements are an integral part of these statements. 
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CONSOLIDATED STATEMENTS ОЕ CASH FLOWS 


FOR THE YEARS ENDED JUNE 27, 1993, AND JUNE 30, 1992 AND 1991 


Increase (Decrease) in Cash and Cash Equivalents 


CASH FLOWS FROM OPERATING 
ACTIVITIES: 
Месневи: оо ee eee 


Adjustments to Reconcile Net Income to 
Net Cash Provided by Operating Activities - 


Depreciation ...........-.-........-.-.-..... 
Loss on Disposition of Plant and Equipment ....... 
Loss on Foreign Subsidiary ..................... 
Change in Operating Assets and Liabilities - 
(Increase) Decrease in БесетуаБрїс5.............-. 
(Increase) Decrease in Inventories .............. 
(Increase) in Otber Current Assets .............. 


Increase in Accounts Payable, 
Accrued Liabilities and Income Taxes .......... 
Other Ме о ee we enemas igs мін 
Net Cash Provided by Operating Activities ...... 
CASH FLOWS FROM INVESTING 
ACTIVITIES: ` 
Additions to Plant and Equipment ................. 
Proceeds Received on Sale of Plant and Equipment ... 
Purchase of Short-Term Investments ............... 
Net Cash Used in Investing Activities .......... 
CASH FLOWS FROM FINANCING 
ACIIVITIES: 
Net Borrowings (Repavments) on Loans 
and Motes Payable „ОО. 
Proceeds from Issuance of Long-Term Debt ......... 
СР la [ons Lae РЕН ее ciate 
Purchase of Common Stock for Treasury ........... 
Proceeds from Exercise oF Stock а оо ИИ 
Net Cash Used іп Financing Activities .......... 
EFFECT OF FOREIGN CURRENCY EXCHANGE 
RATE CHANGES ON CASH AND 
CASH EOUIVALENTSz A a e eeu cerise kranan 
NET INCREASE (DECREASE) IN CASH 
CASH AND CASH EQUIVALENTS: 
Beginnine of Year 2122: : 2v ue ica ccu Vae e 
Bri GE VERE: 22... MOM eee ennemi 
SUPPLEMENTAL DISCLOSURE OF 


CASH FLOW INFORMATION: 
ТНТ POI 2—2.» ея алы АСЫ елен e ЕН ЕТЕ 


Income Taxes Paid 


+ з а а BOB опот 9 = 


ооо ео оо *- * ааа * "o9 = * 


1993 


$ 70,345,000 


47,222,000 
4,027,000 
3,500,000 


(21.366.000) 
(1.576,000) 
(1,893,000) 


13,731,000 


110.291.000 


(38,110,000) 
626,000 


- (70,422,000) 
(107.906.000) 


(15,926,000) 
(24,588,000) 
(463,000) 
100.000 


(949.000) 


(39,441,000) 


78,942,000 
$ 39.501.000. 


$ 11,286,000 
6 54.228.000 


1992 


5 51,503,000 


41,113,000 
6.175.000 


(20.089,000) 
(7,449,000) 
(6,680,000) 


22,981,000 


(6.645.000) 


80.909.000 


(40,224,000) 
4,121,000 


(36.103.000) 


11,398,000 


(23,142,000) 


am 


(11.744.000) 
_ (1.191.000) 
31,871,000 


47.071.000 
$ 78.942.000 














1991 


5 36,453,000 


36,447,000 
1,038,000 


9,907,000 
5,103,000 
(6.232.000) 


7,112,000 
1.960.000 


32,036,000) 
213,000 


_ (31.823.000) 


(74,488,000) 
75,000,000 
(23,142,000) 








9,453,000 
$ 47.071.000 








$ 11,328,000 
S 15.269.000 


| 





The accompanying notes to consolidated financial statements аге an integral рап of these statements. 
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ITES ТО CONSOLIDATED FINANCIAL STATEMENTS 


FOR THE YEARS ENDED JUNE 27, 1993, AND J UNE 30, 1992 AND 1991 


(1) Summary of Significant Accounting 
Policies: 
The sigmificant accounting policies followed by 
Briggs & Stratton Corporation and subsidiaries 
(the Company) in the preparation of these 
financial statements, as summarized below, are 
in conformity with generally accepted 
accounting principles. 


Fiscal Year: During 1995, the Company 
changed its fiscal vear from June 30 each vear 
to a 52 ог 53 week year ending on the Sunday 
nearest the last day of June in each year. 
Therefore, the 1993 fiscal vear ended on June 
27, whereas the previous two vears were under 
the fiscal calendar which ended on June 30 in 
1992 and 1991. All references to vears relate to 
fiscal years rather than calendar vears. 


Principles of Consolidation: The consolidated 
financial statements include the accounts of 
Bnggs & Stratton Corporation and its wholly 
owned domestic and foreign subsidiaries after 
elimination of intercompany accounts and 
transactions. 


Cash and Cash Equivalents: This caption 
includes cash and certificates of deposit. The 
Company considers all highly liquid 
investments purchased with a maturity of three 
months or less to be cash equivalents. 


Short-Term Investments: This caption 
represents short maturity mutual fund 
investments that can be readily purchased or 
sold using established markets. These 
investments are stated at cost plus accrued 
income which equals market value. 


Inventories: Inventories are stated at cost, 
which does not exceed market. The last-in, 
first-out (LIFO) method was used for 
determining the cost of approximately 89% of 
total inventories at June 27, 1993, and 90% at 
June 30, 1992 and 1991. The cost for the 


remaining portion of the inventories was 


16 


determined using the first-in, first-out (FIFO) 
method. If the FIFO inventory valuation 
method had been used exclusively, inventories 
would have been $40,888.000, $39,738.000 and 
$38,422,000 higher in the respective years. The 
LIFO inventory adjustment was determined on 
an overall] basis, and accordingly, each class of 
inventory reflects an allocation based on the 
FIFO amounts. 


During fiscal vear 1991, inventory quantities 
were reduced, which resulted in a liquidation of 
LIFO inventory lavers carried at lower costs 
which prevailed in prior years. The effect of 
this liquidation was to decrease cost of goods 
sold by $5,552,000 and to increase net income 
by $2,202,000 ог 5.15 per share. There were по 
significant reductions of inventories in the vears 
1993 and 1992. 


Plant and Equipment and Depreciation: 

Plant and equipment is stated at cost, and 
depreciation is computed using the straight-line 
method at rates based upon the estimated useful 
lives of the assets. 


Expenditures for repairs and maintenance are 
charged to expense as incurred. Expenditures 
for major renewals and betterments, which 
significantly extend the useful lives of existing 
plant and equipment, are capitalized and 
depreciated. Upon retirement or disposition of 
plant-and equipment, the cost and related 
accumulated depreciation are removed from the 
accounts and the resulting gain or loss is 
recognized in income. 


Investment Tax Credits: The Company follows 
the deferral method of accounting for the 
Federal investment tax credit. The credit, which 
was eliminated in 1986, has been recorded as an 
addition to accumulated depreciation and is 

eing amortized over the estimated useful lives 
of the related assets via a reduction of 
depreciation expense. 
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The amounts amortized into income in each of 
the three years were $880,000 in 1993, 
$1,030,000 in 1992 and $1,250,000 in 1991. 
At the end of fiscal years 1993 and 1992, 
unamortized deferred investment tax credits 
асотесаед $4,055,000 and $4,935,000, 
respectively. 


Future Income Tax Benefits: Future income tax 
benefits, classified as a current asset, represent 
the tax effect of timing differences relating to 
current assets and current liabilities. Thev result 
from a higher taxable income than that recorded 
in the accounts for financial reporting purposes. 


Deferred Income Taxes: Deferred income taxes, 
classified as a noncurrent liability, provide for 
the tax effects of timing differences relating to 
noncurrent assets and noncurrent liabilities. 
They result from the recognition of certain 
income and expense amounts in different 


periods for tax and financial reporting purposes. - 


These timing differences principally result from 
additional tax deductions available due to the 
use of accelerated methods of depreciation and 
shorter asset lives for tax purposes and are 
offset by accrued employee benefits which are 
not tax deductible until paid, and maintenance 
and supply inventories being capitalized for tax 
purposes, but not for book purposes. 


Research and Development Costs: Expenditures 


relating to the development of new products 
and processes, including significant 
improvements and refinements to existing 
products, are expensed as incurred. The 
amounts charged against income were 
$10,411,000 in 1993, 310,808,000 in 1992 and 
$7,936,000 in 1991. | 


Accrued Emplovee Benefits: The Company's 
life insurance program includes payment of a 
eath benefit to beneficiaries of retired 
emplovees. The Company accrues for the 
estimated cost of these benefits over the 


estimated working life of the employee. Past 
service costs for all retired employees have 
been fully provided for and the Company 15 
accruing for the prior service costs associated 
with active employees over thirty vears. The 
Company also accrues for the estimated cost 
of supplemental retirement and death benefit 
agreements with executive officers. 


Foreizn Currency Translation: Foreign currency 
balance sheet accounts are translated into United 
States dollars at the rates of exchange in effect at 
fiscal year-end. Income and expenses are trans- 
lated at the average rates of exchange in effect 
during the vear. The related translation adjust- 
ments are made directly to a separate component 
of shareholders’ investment. 


(2) Income Taxes: 


The provision for income taxes consists of the 
following (in thousands of dollars): 


Current 1993 1992 1991 
Federal ........ $ 43,403 $ 30.677 5 14,030 
CE еее 7,464 4.508 1,538 
Foreign ...... - 818 1.585 1.700 

51,685 36,770 17,068 

Deferred су asus (7.625) (8.070) (568) 

КШ mE n $ 44.060 S 28.700 5 16.500 


The provision for deferred income taxes consists 
of the following items (in thousands of dollars): 


1995 1992 1991 

Future income tax effect of 

tax depreciation in excess 

of (or less than) 

book depreciation .... 53,007) $ 955 52,357 
Tax effect resulting from 

maintenance and supplv 

inventories being capital- 


ized for tax purposes, 

but which continue 

to be expensed 

forbook purposes ..... 1213 (4,433) 
Difference between book 

and tax loss on sale 

of fixed assets ........ - (2.144) - 
Other items 29 (5.831) (2.448) (2.925) 


$(7,625) $(8.070) 5 (568) 
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A reconciliation of the U.S. statutory tax rates 
to the effective tax rates follows: 


1993 1992 1991 


U.S. statutory rate ..... . 34.0% 34.09 34.0% 
State taxes, net of 
Federal tax benefit ..... 3.8% 2.9% 1.6% 


Amoruzation of non- 
taxable deferred 
Federal investment 
tax credit 0 eh eh (.3%) (-4%) (.8%) 


Foreign Sales Corporation 
ет ее ОЕ eeu. . (9%) (11%) (15%) 


Reduction їп provision 
due to settlements 


with Internal 

Revenue Service ...... - - (5.1%) 
Loss оп foreign subsidiary 

not deductible ........ 1.0% - - 
СНЕГ ара „9% 4% 1.0% 
Effective tax rate ....... 38.5% 35.8% 31.2% 


During fiscal year 1991, the Company reached 
tentative settlements with the Internal Revenue 
Service to resolve most income tax issues 
through fiscal year 1989. In accordance with 
these settlements, the Company reduced its 
fiscal 1991 income tax provision by the 
amounts that had been provided for these items 
in preceding vears ($1,659,000 or $ .11 per 
share). There were no similar settlements in the 
1993 and 1992 fiscal years. 


The Financial Accounting Standards Board has 
issued Statement No. 109 “Accounting for 
Income Taxes.” The Company will adopt this 
Statement in the first quarter of fiscal 1994 by 
means of a cumulative catch-up adjustment. 
The Company estimates that the adoption of 
this statement will increase net income by 
approximately $8,300,000. 


(3) Industry Segments: 

Certain information concerning the Company’s 
industry segments is presented below 

(in thousands of dollars): 








Year Ended 

6-27-93 6-30-92 6-30-91 
SALES - 5 
Engines & parts . $1,066,053 $ 967,802 $885,930 
Locke... dm : 73.409 74.006 64.817 

$1.139.462 51.041.828 $950.747 
INCOME FROM OPERATIONS - 
Engines & parts . $ 128,079 $ 90,781 $ 61,081 
ЕБнын 1.346 4.531 2.335 

$ 129.425 S 95.312 $ 63.416 
ASSETS - 
Engines & pars. $ 458,369 $ 455,691 $432,345 
locis uuu 49,557 45.713 46,994 


Unallocated ... 148.181 112.449 71,452 
5 656,107 5 615.853 5556,791 


DEPRECLATION EXPENSE - 
Engines & parts. $ 44,895 5 38808 $ 34521 
Locks ,. us 2,327 2,305 1,926 
$ 47.222 $ 41,115 S 36.447 
EXPENDITURES FOR PLANT 
AND EQUIPMENT - 
Engines & parts. $ 34.251 $ 37,035 28,760 
ЕЛЕК. oan _ 3.859 3.189 3.276 
$ 38.110 $ 40.224 32.036 


Unallocated assets include cash and cash 
equivalents, short-term investments, future 
income tax benefits, prepaid pension costs and 
other assets. 


Export sales for fiscal 1993 were $290,139,000 
(25% of total sales), for fiscal 1992 were 
210,728,000 (20%) and for fiscal 1991 were 
$189,878,000 (20%). These sales were 
principallv to customers in European countries 
and Canada. 
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In the fiscal vears 1993, 1992 and 1991, there 
were sales to three major engine customers that 
exceeded 10% of total net sales. Sales to these 
customers were: 1993 — customer А 
$214.995.000 (19%), customer В $119,912,000 
(11%) and customer С $139,662.000 (12%); 
1992 - customer А $187,498,000 (18%), 
customer В 5119,612,000 (11%) and customer 
С $126.539.000 (12%); 1991 - customer A 
$148 306.000 (16%), customer В 5110,599,000 
(12%) and customer С 5124,093,000 (13%). 


(4) Indebtedness: 


The Company hed access to domestic lines of 
credit totaling $47,000,000 during the fiscal 
year 1993. These arrangements provide for 
borrowing amounts for short-term use at the 
then prevailing rate. There are no significant 
compensating balance requirements. 


The following data relates to domestic notes 
payable: 


1993 1992 
Balance at 
Fiszal Year End ..... $ - 


Weighted Average 
Interesi Rate at 
Fiscal Year End ..... - 3.31% 


Maximum Amount 
Outstanding at 


5 5,000,000 


Any Month End ..... $77,223,000 $84,430,000 
Average Amount i 

Outstanding ........ $24,800,000 $33,368,000 
Weighted Average | 

Interest Rate 


During the Year ..... Ж: 3.77 Se. 5.119 . 


The lines of credit available to the Company in 
foreign countries are in connection with 
shori-term borrowings and bank overdrafts used 
in the normal course of business. None of these 
arrangements had material commitment fees or 
compensating balance requirements. 


The following information relates to the foreign 
loans: 


1993 1992 
Balance at 
Fiscal YearEnd .... $15,927,000 $26,853,000 
Weighted Average 
Interest Rate at 
Fiscal Year End .... 7.90 5c 9.865c 


Maximum Amount 
Outstanding at 


Алу Month End .... 531,774,000 527.502,000 
Average Amount 

Outstanding ....... $26,802,000 $22,857,000 
Weighted Average 

Interest Rate 

During the Year .... 9.27 6c 9.83% 


The Company’s long-term debt consists of 
9.215; Senior Notes due June 15, 2001. 
Payments on these notes are due in five equal 
annual installments beginning іп 1997. The 
notes include covenants that limit total 
borrowings, require maintenance of 
$200,000,000 minimum net worth and set 
certain restrictions on the sale or collateralizing 
of the Company's assets. 


(5) Other Income (Expense): 
The components of other income (expense) are 
(in thousands of dollars): 


Year Ended 
6-27-93 6-30-92 6-30-91 








Interes: Income ...... 





$ 1,640 51451 $ 646 

Loss оп sale of 

plastic molding 

Operation ......... - (1,623) - 
Loss on retirement 

of assets no longer 

usec in | 

manufacturing 

processes ......... (1,996) (2,122) - 
Loss on the 

disposition of other 

plant and equipment (2,031) (2,430) (1,038) 
Loss on foreign 

$шбвїйагү......... (3,500) - - 
Other иет<......... 2.150 861 965 
ТШ сасады қанатқа $(3.737) $(3.863) $ 773 
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The $3,500,000 loss on foreign subsidiary is 
the recognition of the cumulative translation 
adjustment relating to the Company's German 
subsidiary, which changed business operations 
during the year from an engine and parts 
distributor to a commissioned agent. 


(6) Guarantees and Commitments: 

The Company is a 50% guarantor on bank loans 
of an unconsolidated Japanese joint venture for 
the manufacture of engines. These bank loans 
totaled approximately $11,000,000 at the end of 
the 1995 fiscal year. 


The Company has forward foreign currency 
exchange contracts to purchase 4.0 billion 
Japanese ven for $36.1 million through March 
of 1994. These contracts are used to hedge the 
commitments to purchase engines from the 
Company’s Japanese joint venture. The 
Company and its European subsidiaries have 
forward currency contracts to exchange 

6.0 million German Marks for $4.0 million 
through August of 1993. The Company’s 
Canadian subsidiary also has forward contracts 
to exchange 3.8 million Canadian dollars for 
2.9 million U.S. dollars through June 1994. 
These contracts are used to hedge intercompany 
inventory purchases by these foreign 
subsidianes. Accordingly, any gain or loss on 
the above contracts has been deferred at 

June 27, 1993. 


The Company has no other material 
commitments for materials or capital 
expenditures at June 27, 1995. 


(7) Stock Options: 

In 1990, stockholders approved the Stock 
Incentive Plan under which 400.000 shares of 
the Company's common stock have been 
reserved for issuance. 
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Information on the options outstanding is 25 
follows: 
Options 
Outstanding in 
Number of 
Common Stock 
Shares 
1993 1992 1991 
Balance, beginning of vear .. 207,500 102,500 34,000 
Granted during the уелі - 


1991 at $31.25 per share .. - - 68,500 

1992 at $46.51 per share .. - 105.000 - 
Exercised during the vear... 12.408 ~ = 
Balance, end of vear....... 195.09: 207.500 102.500 


Of the options granted in 1991, 50% are 
exercisable on or after January 1, 1995 and the 
remainder are exercisable on or after January 1, 
1996. These options will expire on February 18, 
2001. Of the options granted in 1992. 50% are 
exercisable on or after January 1, 1996, and the 
remainder are exercisable on or after January 1, 
1997. These options will expire on May 17, 
2002. The options exercised in the fiscal уеаг 
1993 reflect an acceleration of exercise rights 
due to emplovee retirements and were issued 
from treasury shares purchased on the open 
market. All options were granted at a price 


_ equal to the fair market value at the date of 


erant. None were granted during fiscal 1993. 


(8) Shareholder Rights Plan: 

On December 20, 1989, the Board of Directors 
declared a dividend distribution of one common 
stock purchase right (a “right”) for each share 
of the Company’s common stock outstanding 
on January 5, 1990. Each right would entitle 
shareowners to buy one-half of one share of the 
Company’s common stock at an exercise price 
of $85.00 per share, subject to adjustment. The 
rights are not currently exercisable. but would 
become exercisable if certain events occurred 
relating to a person or group acquiring or 
attempting to acquire 20 percent or more of the 
outstanding shares of common stock. The rights 
expire on January 5, 2000, unless redeemed or 
exchanged by the Company earlier. 
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(9) Retirement Plans and Postretirement Costs: 


The Company has noncontributory, defined benefit plans covering substantially all employees. The 
following tables summarize the plans' income and expense, actuarial assumptions, and funded status 
for the three years indicated (dollars in thousands): 





Qualified Plans Supplementa! Plans 
1993 1992 1991 1993 1992 1991 
Income and Expense: iro | =н | 
Service Cost-Benefits Earned 
During the Year .................... __ $ 12292... $ 11.455 512352780 150 $ oils 174 
Interest Cost on Projected 
Benefit Obligation .......-....--..... 35,448 33.040 31.024 542 482 426 
Actual Return on Plan Assets ............ (56.232) (635,160) (47.136) (2) 4 - 
Net Amonization, Deferral | 
and WIBUOWS -.-.------5- o RR TY 8.577 17.134 4.878 ESS 178 165 
Net Periodic Pension | 
Expense (Income) ...............-... 5 15 $ (1528) $ 1.118 $ 888 $ 775 5 1765 
ctuaria] Assumptions: | 
Discount Rate Used to Determine 
Present Value of Projected 
Benefit Obligation ................... 825% 8.25% 8.5% 8.25% 8.259 ` 8.5% 
Expected Rate of Future 
Compensation Level Increases ......... 5.5% 5.5% ‚ 7.0% 6.5% 1.0% 7.0% 
Expected Long-Term Rate of 
Retum оп Plan Assets ........... TE 9.0 9c 9.0% 9.0% 9,0% 9.0% 9.0% 
Funded Status: 
Actuarial Present Value of 
Benefit Obligations: | | 
əр 1. Ш ee ОИ ^ 8325002. 75515,9589 5212655 6 5.592 5 5,329 5 4548 
Моп-Уемей .........-------------- 37.623 33.069. 25,052 224 | 2 12 
Accumulated Benefit 
Obligation: „ел: E 363,685 348,658 295,677 5,596 5,331 4.560 
Effect of Projected Future 
Wage and Salary Increases ............. 101,471 §3.879 114.206 1.410 916 974 
Projected Benefit Obligation .......... 465156 452,557 409,883 7,006 6,247 5,534 
Plan Assets at Fair Market Value ......... 578,780 546.755 507.659 58 37 EE 
Plan Assets in Excess of (Less Than) 
Projected Benefit Obligation ........... 113,624 114,218 97,776 (6,948) (6,210) (5,530) 
Remaining Unrecognized Net 
° Obligation (Asset) Arising 
from the Initial Application of 
SFAS No. 87 ..:......... Dn E "eno (49,256) (54,735) (60,214) 414 492 570 
Unrecognized Net Loss (Gain) ........... (55.560) (51154) (30,757) 2.486 2,055 1.576 
Unrecognized Prior Service Cost ....... Ж” (1.206) (1.321) (1,436) = - - 
Prepaid (Accrued) Pension Cost .......... $ 7.602 5 7008 $ 5,369 $ (4.048) $ (5.685) 5 (5.384) 


The Company offered ап early retirement window during fiscal year 1991. $2,711,000 was added to 
expense to provide for the cost of this window. There were no windows in the 1993 or 1992 fiscal vears. 


Salaried emplovees of the Company may participate in a salary reduction deferred compensation 
plan. The Company makes matching contributions 015.50 ior every $1.00 deferred by 2 participant to 
a maximum of 3% of each participant's salary. Company contributions totaled $1,461,000 іп 1995, 
51,514,000 іп 1992 апа 51,199,000 іп 1991. 
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The Company provides certain health care and 
life insurance benefits for retired employees, in 
addition to providing pension benefits. The life 
insurance benefit has been provided for as 
described in Note 1 to these financial 
statements. The cost of retiree health care 
benefits, recognized as expense when claims are 
paid, totaled $4,522,000 іп 1995, $4,803,000 in 
1992 and $2,398,000 in 1991. | 


In December 1990, the Financial Accounting 
Standards Board issued a new standard on 
accounting for postretirement benefits other 
than pensions. This new standard requires that 
the expected cost of these benefits must be 
charged to expense during the vears that the 
employees render service. This is a significant 
change from the Company's current policy of 
recognizing these costs on the cash basis. The 
Company will adopt this new standard via a 
cumulative catch-up adjustment in the fiscal 
year 1994. 


The Company has made estimates of the 
postretirement benefit obligation which total 
$62,814,000. This pretax amount will be 
recorded as a cumulative catch-up adjustment. 
The annual expense will be $9,786,000 (which 
is $5,264,000 higher than expense recorded in 
fiscal vear 1993). This new accounting method 
will have no effect on the Company's cash 
outlays for these retiree benefits. 


In November, 1992, the Financial Accounting 
Standards Board issued a new standard on 
accounting for postemployment benefits (this is 
not to be confused with the standard on 
postretirement benefits discussed in the 
preceding paragraphs). The Company 15 
planning on implementing this standard in its 
1994 fiscal vear, along with the new standard 
on postretirement accounting. The cumulative 


catch-up adjustment will total $1,100,000 and 
the increase in annual expense will be minor. 


(10) Disclosures about Fair Value of 
Financial Instruments: 

The following methods and assumptions were 

used to estimate the fair value of each class of 

financial instruments for which it is practicable 

to estimate that value: 


Cash and Cash Equivalents: The carrying 


amount approximates fair value because of the 
short maturity of those instruments. 


Short-Term Investments: The carrving amount 
for this asset is the quoted market value as 
escribed in Note 1. 


Long-Term Debt: The fair value of the 
Company’s long-term debt is estimated based 
on quotations made on similar issues. 


The estimated fair values of the Company’s 
financial instruments are as follows 


(in thousands of dollars): 
1993 
Carrying Fair 
Amount Value 
Cash and 
Cash Eouivalents .... 5 39,501 5 59,501 
Short-Term 
Investments ........ 70,422 70,422 
Long-Term Debt ...... (75,000) (83.000) 


(11) Recapitalization: 

In October, 1992. the Company was 
reincorporated in the State of Wisconsin. As 
part of this reincorporation, each outstanding 
share of the old Delaware Corporation $3.00 
par value common stock was converted 
automatically to one share of the new 
Wisconsin Corporation 5.01 par value common 
stock. This change resulted in the transfer of 
$43.246,000 from the common stock account to 
the additional paid-in capital account. 
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The Consolidated Financial Statements 
appearing in this Annual Report were prepared 
by management in conformity with generally 
accepted accounting principles appropriate in 
the circumstances. АП other financial 
information in this Annual Report is consistent 
with that in the financial statements. 


The Сотрапу is responsible for the integrity 
and objectivity of the financial statements and, 
accordingly, these statements include some 
amounts based upon judgements by | 
management. The accounting plan and related 
system of internal controls are designed to 
assure that the books and records reflect the 
transactions of the Company, in accordance 
with established policies and procedures 
implemented by qualified personnel. This 15 
further reinforced by a program of internal 
auditing. 


The Consolidated Financial Statements for the 


vears ended June 27, 1993, and June 30, 1992 
and 1991 have been audited by Arthur 
Andersen & Co. and their report is included 
herein. Their audits were made in accordance 
with generally accepted auditing standards and 
provided an independent review of those 
management responsibilities that relate to the 
preparation of this Annual Report. As part of 

»eir audit, they obtained an understanding of 
the Company’s systems and procedures and 
performed such tests and other auditing 
procedures as they deemed necessary to enable 
them to express an opinion on the fairness of 
the financial statements. 


RESPONSIBILITY FOR FINANCIAL STA TEMENTS 


The Audit Committee of the Board of Directors 
monitors the financial and accounting 
operations of the Company, including the 
review and discussion of periodic financial 
statements. and the basis of engagement and 
report of independent public accountants. The 
Audit Committee is composed of directors who 
are not officers or employees of the Company. 
It meets periodically with the internal auditor 
and management to assure that each is carrving 
out its responsibilities. The independent 
auditors have full and free access to the Audit 
Committee, and meet regularly with them to 


discuss auditing and financial reporting matters. 


DA 


Frederick P. Stratton, Jr. 
Chairman, President and Chief Executive 
Officer 


Robert Н. Eldndge 
Secretary- Treasurer 
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To the Shareholders of 
Briggs & Stratton Corporation: 


We have audited the accompanving 
consolidated balance sheets of Briggs & 
Stratton Corporation (a Wisconsin Corporation) 
and subsidiaries as of June 27, 1995 and 

June 30, 1992, and the related consolidated 
statements of income, shareholders' investment 
and cash flows for each of the three vears in the 
period ended June 27, 1993. These financial 
Statements are the responsibility of the 
Companv’s management. Our responsibility is 
to express an opinion on these financial 
Statements based on our audits. 


We conducted our audits in accordance with 
generally accepted auditing standards. Those 
standards require that we plan and perform the 
audit to obtain reasonable assurance about 
whether the financial statements are free of 
material misstatement. An audit includes 
examining, on a test basis, evidence supporting 
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REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS 


the amounts and disclosures in the financial 
Statements. An audit also includes assessing the 
accounting principles used and significant 
estimates made by management, as well as 
evaluating the overall financial statement 
presentation. We believe that our audits provide 
a reasonable basis for our opinion. 


In our opinion, the financial statements referred 
to above present fairly, in all material respects, 
the financial position of Briggs & Stratton 
Corporation and subsidiaries as of June 27, 
1995 and June 30, 1992 and the results of their 
operations and their cash flows for each of the 
three years in the period ended June 27, 1993, 
in conformity with generally accepted 
accounting principles. 


Arthur Andersen & Со.” 


Milwaukee, Wisconsin, 
July 30, 1993. 


295 


296 


MANAGEMENT'S DISCUSSION AND ANALYSIS OF 
RESULTS OF OPERATIONS AND FINANCIAL CONDITION 


Fiscal 1993 Compared to Fiscal 1992 


Sales increased $97,634,000 between fiscal 1993 
and fiscal 1992. This was a 9% increase between 
vears and was greater than the 3% increase in the 
number of engines sold. It reflects the continuing 
shift to higher horsepower, higher selling price 
engines plus the realization of approximately a 
2% price increase berween vears. The largest 
sales dollar increases occurred in export sales 
due to favorable weather conditions and 
improved currency exchange rates. Service sales 
increased 7%. Lock unit sales declined 1% 
between vears. 


Gross profit increased 22% between vears. This _ 


was due to an increase in the gross profit rate 
from 17% in fiscal 1992 to 19% in 1995, and 
resulted from a continuing reduction in operating 
costs, stable material costs and fixed costs being 
spread over higher volume. The 1995 fiscal year 
improvements were after the Company absorbed 
$8,408,000 of additional depreciation on assets | 
used to produce discontinued engine models. 


Engineering, selling and general and 
administrative expenses increased 54,440,000 or 
6% between vears. This increase reflects higher 
manpower costs due to the additional profit 
sharing provision in the current fiscal year, and 
increased operating costs of foreign subsidiaries 
in Canada, France and Switzerland that were 
established at varying times in the current and 
preceding fiscal vears. These new subsidiaries 
result in increased gross profit on items sold by 
them. 


Interest expense remained constant between 
vears. This reflected interest savings on reduced 
domestic debt offset bv higher interest expense 
оп increased foreign debt. 


Other income and expense remained relatively 
steady between vears. The detail contents of this 
category are shown in footnote 5. The 1995 fiscal 
vear contained a $3,500,000 charge due to the 
recognition of the cumulative translation 
adjustment relating to the Company's German 


subsidiary, which changed business operations 
during the year from an engine and parts 
distributor to a commissioned agent. 


The provision for income taxes was higher 
between years primarily due to the increase in 
income. As income increases, the graduated 
state income tax rates go up, and the effect of 
relatively fixed tax credits со down. The write- 
down of the German subsidiary investment 
described above also raised the income tax 
provision because of its nondeductibility for tax 
purposes. The net result of these changes Is an 
increase in the effective income tax rate from 
35.8% in 1992 to 38.5% in 1993. 

=} 
Cash equivalents and short-term investments 
increased $30,981,000 between vears. This 
resulted from the cash that was generated by 
profitable operations in 1995. 


The investment in accounts receivable increased 
$21,366,000 between vears. This was due to the 
additional sales late in this year’s last quarter. 


Inventories showed no substantial change 
between fiscal vears. This reflects stable 
inventory quantities and stable prices. 


Current liabilities, excluding loans and notes 
pavable, increased $13,731,000 between vears. 
This reflects a higher payroll accrual due to 
increased emplovment at the end of 1993 апа 
increases in accrued profit sharing paid cut early 
in fiscal 1994. The increased payroll taxes оп: 
these items also contributed to this increase. 


Expenditures for plant and equipment totaled 
$38,110,000, a small decrease between years. 
There were no major projects included in these 
totals. Company management expects this leve] 
to remain in effect in the 1994 fiscal vear. 


The Companv's current ratio improved from 1.9 
to 1 in 1992 to 2.2 to 1 in 1993. This increase 
continues the improvement in liquidity іл the last 
four vears, and is also reflected in the steady 
increases in the cash and equivalents and 
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short-term investment amounts during these 
years. The lines of credit available to the 
Company are adequate to finance any of its 
seasonal working capital needs. 


During the vear, the Company changed its State 
of incorporation to Wisconsin, from the State of 
Delaware. As a part of this reincorporation, the 
par value of the common stock was reduced from 
$3.00 per share to $.01 per share. This 
transaction resulted in a new shareholder 
investment account called Additional Paid-In 
Capital. This new account is analyzed in the 
financial statements. 


The Company and other parties have been issued 
гл order by the U.S. Environmental Protection 
Agency (EPA) that requires the cleanup of a 
potential Super-Fund site in the State of Georgia 
near the site of the Company’s former lock 
manufacturing plant. Two of the three stages in 
the order have been completed, and the Company 
has reserves totaling $3,754,000 to pay for its 
share of the third stage. In the opinion of 
management, this reserve is adequate to finance 
its share of the remaining costs of cleanup. 


Industry shipments of lawn and garden 
equipment were ahead of last vear. The spring 
selling season got off to a slow start but gained 
strength as it progressed. Both economic and 
weather factors cooperated, and this resulted in a 
strong fourth quarter, which is unusual in our 
industry. 


Predictions of sales levels for the 1994 fiscal vear 
are no: easy to make at the time of this writing, 
but there are no major changes expected. 
Economic conditions may be somewhat more 
favorable next spring, so if the weather is 
favorable, sales and earnings should be 
somewhat higher. 


The EPA is developing national emission 
standards for equipment powered by small air 
cooled engines. It is expected that the two phase 
process for setting these standards will take two 
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years. The California Air Resources Board, 
which had previously adopted emission 
standards, has agreed to delay them until January, 
1995. Changes to engine models that are 
necessary to comply with these standards are 
being made or have been made. The Company 
believes there will be no material effect on its 
financial position caused by these changes. 


Company Management has made a preliminary 
review of the provisions of the Revenue 
Reconciliation Act of 1993 and believes it will 
have no material effect on the Company. 


Fiscal 1992 Compared to Fiscal 1991 


Sales for fiscal 1992 increased 10% or 
$91,081.000 over fiscal 1991 and totaled 
$1,041,828,000, a new record for the Company. 
The major factor causing this change was an 
increase of 7% in engine unit shipments. The 
sales increase occurred in both domestic and 
export sales. The increase in type of engines sold 
was more heavily weighted towards the larger 
horsepower, higher selling price engines, which 
explains why the sales dollar change was greater 
than the change in units sold. 


Service sales were relativelv flat between vears, 
up only 2%. Lock unit sales were up 1%, but 
sales dollars increased 14%. This reflects а 
change to higher selling price automotive 
locking devices. 


The rate of gross profit increased from 14% in 
1991 to 17% in 1992. This favorable change was 
caused by a decrease in aluminum prices (the- - 
major raw material used in the manufacture of 
engines), and the spreading of fixed overhead 
over a larger number of engine units. In addition, 
the impact of a product recall was $13,215,000 
lower than in the preceding year, and no 
retirement window was offered in 1992. The 
1992 fiscal vear did include charges for tooling 
write-offs and additional depreciation taken on 
assets for engine models affected bv an 
agreement with Mitsubishi Heavy Industries, 
Ltd. to purchase several models of single 
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cylinder overhead valve engines and incorporate 
them into its Vanguard engine line. 


Engineering, selling and general and 
administrative expenses increased $9,721,000 or 
14% between years. This was caused by 
increases in manpower costs, operating costs of 
new Canadian and French subsidiaries and the 
costs of acquiring the French subsidiary. 


Interest expense remained relatively unchanged 
between years. This was because the 9% 
бстеа$е in average debt and lower domestic 
interest rates were offset by higher foreign 
interest rates and the interest on the long-term 
debt put in place on June 15, 1991. 


Other income and expense increased $4,656,000 
over the preceding year. This was caused by 
losses on the sales and disposition of plant and 
equipment as described in footnote 5. 


The provision for income taxes increased 
between years primarily because of the increase 
in income. The effective tax rate increased from 
31.2% last vear to 35.8% іп 1992. This was due 
to a reduction in the 1991 provision resulting 
from a favorable settlement with the Internal 
Revenue Service. 


The investment in accounts receivable increased 
$20.089,000 between vears. This resulted from 
higher sales late in the fourth quarter of 1992 
when compared to 1991. 


MANAGEMENT'S DISCUSSION ... 


Inventories increased $7,449,000 between years 
because the Company maintained a higher 
inventory level at year end 1992 than in 1991 to 
continue the effort to more efficiently utilize the 
manufacturing facilities. Because of this 
inventory increase, the Company did not 
generate the income from a LIFO decrementas 
recorded in the preceding year. 


Accounts payable and accrued liabilities showed 
a $22,981,000 increase between years. This was 
because the Company was operating at a higher 
level of production at the end of 1992 than 1991, 
and thus these liability accounts reflected this 
activity. There were also larger amounts of 
unpaid income taxes due to the increase in 
income taxes on the increased profits and unpaid 
profit sharing accruals at the 1992 year end, not 
present at the end of 1991. 


Expenditures for plant and equipment increased 
$8.2 million between years to total $40,224,000 
in 1992. This total is not attributable to any one 
major project, but represents an ongoing 
upgrading of the Company's plant and 
equipment base to increase productive 
efficiency. 


The Company's current ratio improved slightly 
from 1.8 to 1 in 1991, to 1.9 to 1 in 1992. This 
increase continues the improvement in liquidity 
in the last three years, and is also reflected in the 
steady increases in the cash and equivalents 
amounts during these vears. 
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QUARTERLY FINANCIAL DATA, 
DIVIDEND AND MARKET INFORMATION 





In Thousands (Unaudited) _ Per Share of Common Stock 
Net Net Market Price Range on 

Quarter Net Gross Income Income Dividends New York Stock Exchange 

Ended | Sses Рой (о) (Los) Declared | High 1оҹ 
Fiscal 1993 | 
september $ 171,773 $ 17,723 $ (197) $ (14) $ 42 48-7/8 42-1/8 
December 305,174 61,334 23,402 1.62 42 51-1/2 45-5/8 
Магсһ 360,899 75,021 30,817 2.13 42 67-1/2 46-3/4 
June 301.616 58.523 18.097 125 ,44 68-5/8 59-1/$ 
Total 51.139.462 5 212.601 $ 70.345 $4.86 $1.70 
Fiscal 1992 
September 5 155,018 $ 16,444 5 (2,558) 5 (18) 5 .40 39-1/6 52-7/8 
December 266,472 51.228 18.098 1.25 40 44-3/4 37 
March 345,621 65,766 27,760 1.92 40 54-5/4 41-3/4 
June 31311 А И АЕ. 5318 43 
Total 5 1.041.828 $ 174.048 $ 51.503 $356 $1.60 








Ihe number of record holders of Briggs & Stratton Corporation Common Stock on August 9, 1993 
was 6.608. 


DIVIDENDS AND INCOME PER SHARE 





-52.00 


[Г] INCOME 


ШЕ DIVIDENDS 
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PERFORMANCE MEASUREMENT 


Management subscribes to the premise that the value of the Company is enhanced if the capital 
invested in the Company’s operations yields a cash return that is greater than that expected by the 
providers of the capital. 


Conventional financial statements and measurements, such as earnings per share and return on 
shareholders’ investment, are of less interest tc the providers of capital than indicators of cash flow 
generation and effective capital management. Consequently, we adhere to a measurement of 
performance that guides divisional and corporate management in evaluating current decisions and 
long-term planning strategies toward the goal of maximizing cash operating returns in excess of the 
cost of cpital. The following table summarizes the results for the three fiscal years ended in June: 


1993 1992 1991 
Return on Operations 
Income from operations ............--.-------- $ 129,425,000 5 95,312,000 5 63,416,000 
Adjust for: \ 
Other income (expense) without interest ....... (5,377,000) (5,314,000) (75,069) 
Increase (decrease) in: 
Bad debt reserves ..................-..-.- §2,000 _ 64,000 11,000 
LIFO reservés ...-------------<-295 Е 1.150.000 1,316,000 (165,000) 
Warranty accrual ................-..--.-.. 2.490.000 1.068.000 691.000 
Adjusted operating ргобі............--......-- 127.780,000 92.446.000 65,880,000 
Cash taxes (1) доения 55,349,000 40.492.000 21.017.000 
Net adjusted cash operating profit after taxeS ...... $ 72.431,000 5 51,954.000 $ 42.863.000 
Weighted Average Capital Emploved (2) .--------- $ 562.209.000 5 539.369,000 $ 523,504,000 
Economic Return on Capita] ............. s mie sie 12.9% 9.6% 8.2% 
Cost of Capital (3) еек оное 12.0% 12.0% 12.0% 


(1) The reported current tax provision adjusted for the statutory tax impact of interest income and expense. 


(2) Total assets less non-interest bearing current liabilities plus the bed debt, LIFO and warranty reserves, 
minus future tax benefits. 


(3) Management's estimate of the weighted average of the minimum equity and debt returns required by the 
providers of capital. | | 
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ТЕМ YEAR COMPARISONS 


(All dollar amounts other than per share data are stated in thousands) 


3 


ForüeYcenfukd 260 
SUMMARY OF OPERATIONS 
Е аараан TC AE UR E 1,139,462 ` 1.041828 
GROSS PROMT ON SALES СЕМ... OAN eun OM шр 212,601 174,048 
PROVISION (CREDIT) FOR INCOME TAXES ......................... 44,060 28,700 
NET INCOME (LOSS) ........ MR cien ИИ с. 70,345 51,503 
AVERAGE NUMBER OF SHARES OF 
COMMON STOCK OUTSTANDING ................................ 14,464 14,464 
PER SHARE OF COMMON STOCK: 
МЕСЕ (Eds) oue ооо И 4.86 3.56 
Cash Dividends .......... [xw e UR ұла Re Me AE а Бы 1.70 1.60 
Shareholders ПОКЕТ Tues eoe e etes ec auc 24.89 21.60 
OTHER DATA 
SHAREHOLDERS’ INVESTMENT ............... — — m 359,958 312,404 
LONG-TERM DEBT .................... EE. o ОЕ. eC 75,000 75.000 
TÖTAL ASSETS ааа Dove шишек ee 656,107 613,853 
PLANT AND EQUIPMENT ........ vue Reet, ыж» OEE sass RAR 658,120 643,433 
PLANT AND EQUIPMENT NET OF RESERVES ....................... 295,542 309,698 
PROVISION FOR РЕРКЕСІАТІОМ ....................... PE nnn ARE 47,222 41,113 
EXPENDITURES FOR PLANT AND EQUIPMENT ..................... 38,110 40,224 
WORKING CAPITAL ............ al ERER LLL IIR. s tm 195,019 137,008 
Current Ао. ea |S ees EE. T ПИ 7 2101 1.9101 
NUMBER ОЕ EMPLOYEES АТ YEAR-END ........................... 7,950 7,199 
"NUMBER OF SHAREHOLDERS AT YEAR-END ....................... 6,651 7,118 
QUOTED MARKET PRICE: 
есь к Бо бы лан rt 68-5/8 54-3/4 
И с ПИ ae ИТ 42-18 32-7/8 
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6-30-91 


950,747 


132,431 
16,500 
36,455 


14,464 


2.52 
1.60 


284,715. 


75,000 
556,791 
652,488 
320,564 

36,447 

32,056 
105,298 

1.8 to 1 

7,242 
7,943 


33-3/4 


20-1/2 


6-30-90 


1,002,857 
132,438 
18,290 
35,375 


14,464 


2.45 
1.60 
18.76 


271,385 
73,000 
535.040 
606,863 
326,258 
39,889 
37,197 
84,082 
1.7101 
7,994 
8,466 


34 
24-1/8 


6-30-89 


876,379 
59,629 
(13,980) 
(20,032) 


14,464 


(1.39) 
1.60 
17.92 


259,225 
75,000 
560,816 
580,184 
330,198 
38,995 
79,515 
65,757 
1.4101 
7,316 
9,222 


34-5/4 
24-3/4 


6-30-88 


914,057 
115,113 
12,950 
30,211 


14,464 


2.09 
1.60 
20.97 


303,305 
510,600 
513,700 
295,573 
29,955 
57,001 


63,572 


"145601 


9,827 


6,923 


41-708 
20-14 


6-30-87 


784,665 
111,618 
18,950 
26,614 


14,464 


1.84 
1.60 
20.48 


296,260 
451,879 
470,586 
273,905 
24,502 
52,235 


2 777,261 


1.8 tol 
8,611 
7,206 


42 
31-12 


6-30-86 


745,831 _ 


124,408 
27,850 
34,080 


14,464 


2.36 
1:60 
20.29 


d 


295,517 


436.622 


427,672 
248,547 
21.508 
46,285 
93,854 


20101 - 


8,299 
7,924 


40-1/4 
25-3/4 


6-30-85 


717,773 
111,248 
28,990 
33,517 


14,464 


232 
1.60 
19.59 


283,399 
411.595 
390,657 
230,240 
17,914 
55,443 
92,511 
2.0101 
8.203 
8,959 


31-1/8 
25-1/2 


6-30-54 


671,193 
109,754 
30,590 
34,736 


14,464 


2.40 
1.58 
18.87 


272,873 
417,780 
339,698 
194,462 
17,110 
36,127 
110,072 
2.0101 
8,777 


Briggs & Stratton Corporation 
Various Ratios 
1993 


Profitability Ratios: 


1) 


2) 


3) 


4) 


5) 


6) 


RATE OF RETURN = Net income plus Interest Expense Net of Tax Savings 
ON ASSETS Average Total Assets 


5 70,345 4 (511,283 x 61.5) - 577,284 
$613,853 + $656,107 + 2 - $634,980 
5 77,284 + 634,980 = 12.17% 


RATE OF RETURN = Net Income - Dividends on Preferred Stock 
ON COMMON SHARE- Average Common Shareholders' Equity 
BOLDER'S EQUITY 





$70,345 = ($359,958 + $312,404 + 2) = 20.9% 


EARNINGS PER = Net Income - Preferred Stock Dividend 
SHARE Weighted Average Number of Common Shares 
Outstanding During the Period 


570,345 -- 14,464 г 54.86 


ACCOUNTS RECEIVABLE = Net Sales оп Account 
TURNOVER Average Accounts Receivable 





51,139,462 + (124,981 + 103,615 +2) = 9.97 times 


= ( 
350 + 9.97 = 36.1 days (average receivable is outstanding for 36.1 days) 


INVENTORY TURNOVER = Cost of Goods Sold 


Average Inventory 
$926,861 + ($74,065 + $72,489 +2) = 12.65 times 
360 = 12.65 = 28.5 days the average inventory is held 





PRICE EARNINGS = Market Price per Share 
RATIO * ' Earnings Per Share 


565.00 + $4.86 = 13.37 


But notice: if we had used an appropriate market price at December 31, 


1992 of, say $50, the P.E. ratio would be 10.28. 


Assume that the market value of Briggs & Stratton common stock at June 


27, 1993 was $65.00 per shere. 
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Briggs & Stratton Corporation 
Various Ratios 


1993 


Risk Ratios: 


7) 


8) 


9) 


10) 


11) 


CURRENT RATIO = Current Assets 
Current Liabilities 





$352,963 + 5157,944 = $2.23 to $1.00 





DEBT-EQUITY = Total Liabilities net 


RATIO Total Equities sr pras 


$296,149 + $359,958 = 82.27% 


LONG-TERM m- Long-term debt 





DEBT RATIO Long Term Debt Plus Total Shareholders’ Equity 


$75,000 + (575,000 + $359,958) = 17.24% 


CASH FLOW FROM ^ = Cash Flow from Operations 
OPERATIONS TO CURRENT Average Current Liabilities 


LIABILITIES RATIO 


$110,291 + (157,944 + 160,139 +2) = 5. 


INTEREST COVERAGE = Net Income Before Interest and Income Taxes 


RATIO 


$70,345 + 511,283 + 544,060 = $125,688 
$125,688 + 511,283 = 11.14 times 
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Selected Consolidated Financial and Other Data 


Il. 
unts in thousands, except per share dau) | Year Ended June 30, d» 
1995 1994 1993 _ 1992 1991 o 
Statement of Operations Data: win | f- 
Online service revenues $358,498 $ 100,993 $ 38,462 $ 26.26 $ 19,515 c 
Other revenues 35,192 14,729 13,522 12,527 10,646 (5 
Total revenues fs M 394,290 115,722 51,984 ^ 38.153 30,161 ES 
Income (loss) from operations | (19,294) 4,608 1,925 3,685 134 i 
income (loss) before extraordinary item (33,647) 2.550 399 2.344 1.100 "Es 
Net income (loss)™ | : (33,647) 2,550 1,532 3,768 1,761 i 
Income (loss) per common share: ue. 
Income (1055) before Q 
extraordinary item $ (0.99) $ 007 $ 0.01 $ 0.10 $ 0.06 = 
Net income (loss) $ (0.94) 5 0.07 $ 0.05 5 0.17 _ % 0.09 < 
Weighted average shares outstanding 33,986 34,208 29,286 22,828 19,304 = 
As of June 30 
1995 1994 1993 1992 1991 
Balance Sheet Data: , 
Working capital (deficiency) $ (456) $ 47,890 $ 10,498 $ 12.363 $ (966) 
Total assets | 406,464 154,584 39.279 31.144 11,534 
Total debt 21,810 9.302 2,959 2.672 1,865 
Stockholders’ equity (deficiency) 217,944 98,297 23,785 21.611 (8,623) 
Other Data (at fiscal year end): 
Subscribers - 3,005 903 303 182 131 
“ Net lass in the fiscal year ended June 30, 1995 includes charges of $503 million for acquired research and development and 522 million for merger 
expenses. See Note 3 of the Notes 10 Consolidated Financial $atemenrs. 


AMERICA ONLINE, INC. 
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Overview 


The Company has experienced a significant increase in 
revenues over the past three fiscal years. The higher revenues 
have been principally produced by increases іп the Company's 
subscriber base resulting from growth of the online services 
market, the introduction of a Windows version of America 
Online in the middle of fiscal 1993, which greatly increased 
the available market for the Company's service, as well as the 
expansion of its services and content. Additionally, revenues. 
have increased as the average monthly revenue per subscriber 
has risen steadily during the past three years, primarily as a 
result of an increase in the average monthly paid hours of use 
per subscriber. | 

The Company's online service revenues are generated 
primarily from subscribers paying a monthly membership fee 
and hourly charges based on usage in excess of the number of 
hours of usage provided as part of the monthly fec. Through 
December 31, 1994 the Company's standard monthly 
membership fee, which includes five hours of service, was 
$9.95, with a $3.50 hourly fee for usage in excess of five ` 
hours per month. Effective January 1, 1995, the hourly fee for 
usage in excess of five hours per month decreased from $3.50 
to $2.95, while the monthly membership fee remained 
unchanged at $9.95. 

The Company's other revenues are generated primarily 
from providing new media and interactive marketing services, 
data network services, and multimedia and CD-ROM produc- 
tion services. Additionally, the Company generates revenues 
related to online transactions and advertising, as well as 
development and licensing fees. 

In fiscal 1995 the Company acquired Redgate Communi- 
cations Corporation (“ЕСС”), NaviSoft, Inc. ("NaviSoft"), 
BookLink Technologies, Inc. (^BookLink"). Advanced 
Network & Services. Inc. ("ANS"), Wide Area Information 
Servers, Inc. ("WAIS"), Medior, Inc. (“Medior”) and Global 
Network Navigator, Inc. Additionally, in August 1995, the 
Company entered into an agreement to acquire Ubique, Ltd. 
("Ubique"). For additional information relating to these 
acquisitions, refer to Notes 3 and 13 of the Notes to 
Consolidated Financial Statements. | 

The online services market is highly competitive. The 
Company believes that existing competitors, which include, 
among others, CompuServe, Prodigy and the Microsoft 
Network, are likely to enhance their service offerings. In addi- 
поп, new competitors have announced plans to enter the online 
services market, resulting in greater competition for the 


‚ Company. The competitive environment could require new 
—.... Pricing programs and increased spending on marketing, content _ 


procurement and product development, limit the Company's 
opportunities to enter into and/or renew agreements with 


online service revenues in fiscal 1995 was greater than the. 
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content providers and distribution parmers; limit the 

Company's ability to grow its subscriber base; and result in 
increased attrition in the Company's subscriber base. Any of the 
foregoing events could result іп an increase in costs as a per- 
centage of revenues, and may have a material adverse effect on 
the Company" s financial condition and operating results. 

During September 1995, the Company modified the com- 
ponents of subscriber acquisition costs deferred and will be 
expensing certain subscriber acquisition costs as incurred, 
effective July 1, 1995. АП costs capitalized before this change 
will continue to be amortized. The effect of this change for the 
year ended June 30, 1995 (including the amortization of 
amounts capitalized as of June 30, 1994) would have been to 
increase marketing costs by approximately $8 million. This 
change will have a greater impact on the Company's market- 
ing costs in fiscal 1996, as the Company expects to signifi- 
cantly increase subscriber acquisition activity, including those 
subscriber acquisitión expenditures which the Company will 
be expensing as incurred. 

In addition, effective July 1, 1995 the Company changed 
the period over which it amortizes subscriber acquisition costs 
from twelve and eighteen months to twenty-four months. 
Based on the Company's historical average customer life 
experience, the change in amortization period is being made 
to more appropriately match subscriber acquisition costs with 
associated online service revenues. The effect of this change 
in accounting estimate for the year ended June 30, 1995 
would have been to decrease the amount of the amortization 
of subscriber acquisition costs by approximately $27 million. 
While this change will thereby positively impact operating 
margins, the Company expects that any such positive impact 
will be partially offset by increased investments in marketing 
and other business activities during fiscal 1996 and the deci- 
sion. effective July 1, 1995, to expense certain subscriber 
acquisition costs as incurred. 


Results of Operations 
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Fiscal 1995 Compared to Fiscal 1994 


Online Service Revenues For fiscal 1995, online ser- 
vice revenues increased from 5100,993,000 to $358,498.000, 
or 255%, over fiscal 1994. This increase was primarily attri- 
butable to a 289% increase in revenues from IBM-compauble 


. Subscribers and а 196% increase in revenues from Macintosh 


subscribers as a result of a 273% increase in the number of 
IBM-compatible subscribers and a 143% increase in the 
number of Macintosh subscribers. The percentage increase in 


percentage increase in sübscribers principally due to an 
increase in the average monthly online service revenue per 
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suuscriber, which increased from 515.00 in fiscal 1994 to 
$17.10 in fiscal 1995. 


Other Revenues Other revenues, consisting principally 
of new media and interactive marketing services, data 
network services, mulumedia and CD-ROM production 
services, and development and licensing fees, increased from 
$14,729,000 in fiscal 1994 to $35,792,000 in fiscal 1995. 
‘Ihis increase was primarily attributable to data network 
reveaues and multimedia and CD-ROM production service 
revenues from companies acquired during fiscal 1995. 


Cost of Revenues Cost of revenues includes network- 
related costs, consisting primarily of data and voice 


communication costs, costs associated with operating the data 
center and providing customer support, royalties paid to infor- | 


mation and service providers and other expenses related to 
markeung and production services. For fiscal 1995, cost of 
revenues increased from $69,043,000 to $229 724.000. or 
233%, over fiscal 1994, and decreased as a percentage of total 
revenues from 59.7% to 58,3%. 

The increase in cost of revenues was primarily attributable 
to an increase in data communication costs, customer support 
costs and royalties paid to information and service providers. 
Data communication costs increased primarily as a result of 
the larger customer base and more usage by customers. 
Customer support costs, which include personnel and 
‚ telephone Costs associated with providing customer support, 
were higher as a result of the larger customer base and a large 
number of new subscriber registrations. Royalties paid to 
information and service providers increased as a result of a 
larger customer base and more usage and the Company's addi- 
Чоп of more service content to broaden the appeal of the 
America Online service. 

Tae decrease in cost of revenues as a percentage of total 
revenues is primarily attributable to a decrease in expenses 
related to marketing services and personnel related costs as a 
percentage of total revenues, partially offset by an increase in 
data communication costs as a percentage of total revenues, pri- 
marily resulting from an increase in higher baud speed usage at 
a higher variable rate as well as lower hourly pricing for online 
scrvice revenue which became effective January 1, 1995. 


Marketing Marketing expenses include the costs to acquire 
and retain subscribers and other general marketing expenses. 
Subscriber acquisition costs are deferred and charged to 
operations over a twelve or eighteen month period, using the 
straight-line method, beginning the month after such costs are 
incurred. For additional information regarding the accounting 
for deferred subscriber acquisition costs, refer to Note 2 of the 
Notes to Consolidated Financial Statements. For fiscal 1995, 
marketing expenses increased from $23,548,000 to 

_ 571,064,000, от 227%, over fiscal 1994, and decreased as a 


percentage of total revenues from 20.3% to 19.5%. The: 
increase in markeling expenses was primarily due to an 
increase in the number and size of marketing programs to 
expand the Company's subscriber base. The decrease in 
marketing expenses as a percentage of total revenues is 
primarily attributable to a decrease as a percentage of total 
revenues in personnel related costs. 


Product Development Product development costs 
include research and development expenses, other product 
development costs and the amortization of software costs. For 
fiscal 1995, product development expenses increased from 
$4,961,000 to $12,842,000, or 159%, over fiscal 1994, and 
decreased as a percentage of total revenues from 4.3% to | 
3.3%. The increase in product development costs was primar- 
ily attributable to an increase in personnel costs related to an 
increase in the number of technical employees. The decrease 
in product development costs as a percentage of total revenues 
was principally a result of the substantial growth in revenues, 
which more than offset the additional product development 
costs. Product development costs, before capitalization and 
amortization, increased by 126% in fiscal 1995. 


General and Administrative For fiscal 1995, general 
and administrative costs increased from $13,562,000 to 


` $41,966,000, or 209%, over fiscal 1994, and decreased as а 
percentage of total revenues from 11.7% to 10.6%. The 


increase in general and administrative expenses was princi- 
pally attributable to higher office and personnel expenses 
related to an increase in the number of employees. The 
decrease in general and administrative costs as a percentage of 
total revenues was а result of the substantial growth in 
revenues, which more than offset the additional general and 
administrative costs, combined with the semi-variable nature 
of many of the general and administrative costs. 

Acquired Research and Development Acquired 
research and development costs, totaling $50,335,000, relate 
to in-process research and development purchased pursuant 
to the Company's acquisitions of two early-stage Internet 
technology companies, BookLink and NaviSoft. The рш- 
chased research and development relating to the BookLink 
and NaviSoft acquisitions was the foundation of the develop- 
ment of the Company's Internet related products. 


Amortization of Goodwill Amortization of goodwill 
relates to the Company's acquisition of ANS, which resulted 
in approximately $44 million in goodwill. The goodwill 
related to the ANS acquisition is being amortized on a 
straight-line basis over a ten year period. 

Other Income Other income consists primarily of invest- 


ment and rental income net of interest expense. For fiscal. 
1995, other income increased from $1,774,000 to $3,023,000. 
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This increase was primarily attributable to an increase in 
interest income generated by higher levels of cash available 
for investment, partially offset by a decrease in rental income 
and an increase in interest expense. 


Merger Expenses Non-recurring merger expenses totaling 
$2,207,000 were recognized in fiscal 1995 in connection with 
the mergers of the Company with RCC, WAIS and Medior. 


Provision for income Taxes The provision for income 
taxes was $3,832,000 and 515,169,000 in fiscal 1994 and 
fiscal 1995, respectively. For additional information 
regarding income taxes, refer to Note 9 of the Notes to 
Consolidated Financial Statements. 


Net Loss The net loss in fiscal 1995 totaled $33,647,000. 
The net loss in fiscal 1995 included charges of $50,335,000 
for acquired research and development and $2,207,000 for 
merger expenses. 


Fiscal 1994 Compared to Fiscal 1993 


Online Service Revenues For fiscal 1994, online service 
revenues increased from 538,462,000 to $100,993,000, or. 
163%, over fiscal 1993. This increase was primarily attribut- 
able to a 198% increase in revenues from IBM-compatibie 
subscribers and а 145% increase in revenues from Macintosh 
subscribers as a result of a 230% increase in the number of 
IBM-compatible subscribers and а 174% increase in the 
number of Macintosh subscribers. The percentage increase in 
subscribers in fiscal 1994 was greater than the percentage 
increase in online service revenues due to the timing, during 
the year, of when subscribers were added. The majority of 
subscribers were added during the second half of the year, 
therefore there was not a full year impact on revenues. This 
was partially offset by an increase in average monthly net 
service revenue per subscriber, which increased from $14.20 
in fiscal 1993 to $15.00 in fiscal 1994, 


Other Revenues Other.revenues, consisting primarily of 


new media and interactive marketing services and develop- . | 


ment fees, increased from $13,522.000 in fiscal 1993 to 
514,729,000 in fiscal 1994. 


Cost of Revenues For fiscal 1994, cost of revenues 
increased from $28,820,000 to 569,043,000, or 140%, over 
fiscal 1993, and increased as a percentage of total revenues 
from 55.4% to 59.7%. 

The increase in cost of revenues was primarily attribut- 
able to an increase in data communication costs, customer 
Support costs and royalties paid to information and service 
providers. Data communication costs increased primarily as a 


tomers. Customer support costs, which include personnel and 


total revenues was a result of the substantial growth in rev- 


telephone costs associated with providing customer support, 
werc higher as a result of the larger customer base and a large 
number of new subscriber registrations. Royalties paid to 
information and service providers increased as a result of а 
larger customer base and more usage and the Company 
adding more service content to broaden the appeal of the 
America Online service. 

The increase in cost of revenues as a percentage of total 
revenues is primarily attributable to data communication 
costs and is associated with (i) an increase in no-charge trial 
hours as a result of the high number of new subscriber regis- 
trations relative to the existing customer base; (ii) a higher 
percentage of usage during more costly daytime periods 
partially offset by more favorable pricing under an agreement 
with the Company's primary communications provider; and 
(iil) an increase in usage relative to net service revenues as а 
result of the introduction of a price change in May 1993. The 
increase artributable to data communications costs was 
partially offset by а decrease as a percentage of total rev- 
enues in production costs related to marketing services. The 
Company introduced a price change in the spring of 1993. 
Prior thereto, the: Company's standard pricing was a monthly 
membership fee of $7.95 which included two hours of use 
each month, with five no-charge trial hours and no member- 
ship fee in the first month. Additional usage beyond that 
included with the membership was charged at 56.00 per hour. 
Effecuve May 1, 1993, the Company increased the monthly 
membership fee to $9.95 and increased the number of hours 
included to five per month. Additionally, the number of по- 
charge trial hours in the first month of membership was 
increased from five to ten. Effective July 1, 1993, the hourly 
fee for usage beyond that included with the membership was 
lowered to $3.50. 


Marketing For fiscal 1994, marketing expenses increased 
from $9,745,000 to $23.548.000, or 142%, over fiscal 1993, 
and increased as a percentage of total revenues from 18.7% to 
20.3%. The increase in marketing expenses was primarily due 
to an increase in the number and size of marketing programs 
to expand the Company's Атегіса Online subscriber base. In 


addition, personnel costs were higher to support the number. . 


and size of marketing programs. 
Product Development For fiscal 1994, product develop- 


ment costs increased from $2,913,000 to $4,961,000. or 70%, 


over fiscal 1993, and decreased as a percentage of total rev- 
enues from 5.6% to 4.3%. The increase in product develop- 
ment costs was attributable to an increase in personnel costs 
related to an increase in the number of employees. The 
decrease in product development costs as a percentage of 
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product development costs. Product development costs, 
before capitalization and amortization, increased by 103% in 
fiscal 1994. 


General and Administrative For fiscal 1994, general 
and administrative expenses increased from $8,581,000 to 
$13,562,000, or 58%, over fiscal 1993, and decreased as а 
percentage of total revenues from 16.5% to 11.7%. The 
increase in general and administrative costs was principally 
attributable to higher personnel, office and travel expenses 
related to an increase in the number of employees. The 
decrease in general and administrative costs as a percentage 
of total revenues was a result of the substantial growth in 
revenues for the year combined with the fixed nature of many 
of the general and administrative costs. 


Other Income For fiscal 1994, other income increased 
from $371.000 to $1,774.000. This increase was primarily 
attributable to an increase in interest income generated by 


“higher levels of cash available for investment in fiscal 1994, 


as well as rental income received as a result of the purchase 
of one of the Company's office buildings and its leasing of 

space to third parties, which was partially offset by interest 

expense on the Joan obtained to purchase the building. 


Provision for Income Taxes The provision for income 
taxes was $1,897,000 and $3,832,000 in fiscal 1993 and 


fiscal 1994, respectively. The tax provision in fiscal 1993, 


with the exception of $764,000, was offset by the utilization 
of a net operating loss carryforward that has been reflected as 
an extraordinary item. For additional information regarding 
income taxes, refer to Note 9 of the Notes to Consolidated 
Financial Statements. 


Net Income Net income in fiscal 1994 totaled $2 550.000. 


Liquidity and Capital Resources 


The Company has financed its operations through cash gener- 
ated from operations, sale of its common stock and funding 
by third parties for certain product development activities. 
Net cash provided by operating activities was $2.205,000, 
51.884,000 and $15,891,000 for fiscal 1993, fiscal 1994 and 
fiscal 1995, respectively. Included in operating activities ` 
were expenditures for deferred acquisition costs of 
310,685,000, $37,424,000 and $111,761,000 in fiscal 1993, 
fiscal 1994 and fiscal 1995, respectively. Net cash used in 
investing activities was $8.915,000, $41.870.000 and 
385,725,000 in fiscal 1993, fiscal 1994 and fiscal 1995, 
respectively. Investing activities included $20.523.000 іп fis- 
са} 1995 related to business acquisitions, substantially all of 
which was related to the acquisition of ANS. 
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` In December 1993 the Company completed a public stock 
offering of 4,000,000 shares of common stock which gener- | 
ated net cash proceeds of approximately $62.7 million. 

In April 1995 the Company entered into a joint venture 
with Bertelsmann, AG ("Bertelsmann") to offer interactive 
online services in Europe. In connection with the agreement, 
the Company received approximately $54 million through the 
sale of approximately 5% of its common stock to Bertelsmann. 

The Company leases the majority of its equipment under 
noncancelable operating leases, and as part of its network 
portfolio strategy is building AOL net, its data communica- 
tions network. The buildout of this network requires a 
substantial investment in telecommunications equipment, 
which the Company plans to finance principally through leas- 
ing. In addition, the Company has guaranteed. minimum com- 
mitments under certain data and voice communication 
agreements. The Company's future Jease commitments and 
guaranteed minimums are discussed in Note 6 of the Notes to 
Consolidated Financial Statements. 

The Company uses its working capital to finance ongoing 
operations and to fund marketing and content programs and 
the development of its products and services. The Company 
plans to continue to invest aggressively in acquisition mar- 
keting and content programs to expand its subscriber base, as 
well as in computing and support infrastructure. Additionally, 
the Company expects to use a portion of its cash for the 
acquisition and subsequent funding of technologies, products 
or businesses complementary to the Company's current 
business. Apart from its agreement to acquire Ubique, as 
discussed below, the Company has no agreements or under- 
standings to acquire any businesses. The Company anticipates 
that available cash and cash provided by operating activities 
will be sufficient to fund its operations for the next fiscal year. 

Various legal proceedings have arisen against the 
Company in the ordinary course of business. In the opinion of 
management, these proceedings will not have a material еНесі 
on the financial position of the Company. 

The Company believes that inflation has not had a mater- 
ial effect on its results of Operations. 

On August 23, 1995, the Company entered into a stock 
purchase agreement to purchase Ubique, an Israeli company. 
The Company has agreed to pay approximately $15 million 
(51.5 million in cash and $13.5 million in common stock) in 
the transaction, which is to be accounted for as a purchase. 
Subject to the result of-an in-process valuation, a substantial 
portion of the purchase price may be allocated to in-process 
research and development and charged to the Company's 
operations in the first quarter of fiscal 1996. 
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Consolidated Statements of Operations 
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(Amounts in thousands, except per share data) 
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Year ended June 30, 
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Revenues: 
Tin Online service revenues 
id Other revenues 
Total revenues 


Costs and expenses: 
Cost of revenues 
Marketing 
Product development 
General and administrative 
Acquired research and development 
Amortization of goodwill 
Total costs and expenses 


income (loss) from operations 
Other income, net . 
Merger expenses 


Income (loss) before provision for income 
taxes and extraordinary item 


Provision for income taxes 
Income (loss) before extraordinary item 


Extraordinary item - tax benefit arising 
from net operating loss carryforward 


Net income (loss) 


Earnings (loss) per share: 


Income (loss) before extraordinary item 
Net income (loss) 
Weighted average shares outstanding 


See accompanying motes. .. 
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$ 358,498 
35,792 
394,290 


229,724 
71,064 
12,842 
41,966 
50,335 

1,653 
413,584 
(19,294) 

3,023 

(2,207) 


(18,478) 
(15,169) 


(33,647) 
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`$ 100,993 
14,729 
115,722 


69,043 
23,548 

4,961 
13,562 


111,114 
4,608 
1,774 


6,382 


(3.832) 


2,550 
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Consolidated Balance Sheets 


T etri in derssands, except share data) June 30, 
1995 1994 
Assets 
Current assets: 
ash and cash equivalents . $ 45,378 5 43.89] 
Short term investments 18,672 24.052 
“rade accounts receivable ` 32,176 8.547 
Other receivables 11,103 2.036 
Prepaid expenses and other current assets | 25,527 5.753 
Tota] current assets | 132,856 222 84,279 
Procsrty and equipment at cost, net 70,466 20.306 
Gther assets: i 
Product development costs, net 18,914 7.912 
Deferred subscriber acquisition costs, net 171,229 26.392 
Lacense rights, net | 5.537 53 
Other assets 11,479 2.800 
сетте income taxes | 35,627 12.842 
Goodwill, net” - 54,356 ate 
! i ' $406,464 5 154.584 
Liabilities And Stockholders’ Equity 
Current liabilities: | 
Trade accounts payable $ 84,639 5 15.642 
Accrued personnel costs | | 2,829 896 
Other accrued expenses and liabilities 23,509 13.076 
Deferred revenue 20,021 4.488 
Line of credit ; . 484 1.690 
Current portion of long-term debt and capital lease obligations 1,830 597 
Total current liabilities | 133,312 . 36.389 
Long-term liabilities: 
Notes payable ' 17,369 5.836 
Capital lease obligations 2,127 1.179 а 
Deferred income taxes 35,627 12,842 
Deferred rent ‚ 85 — M 
Total liabilities 188,520 56.287 
Stockholders’ equity: 
Preferred stock, $.01 par value: 5,000,000 shares 
authorized, none issued | , * ' - - 
Common stock, $.01 par value; 100,000,000 shares 
authorized, 37,554,849 and 30,771.212 shares issued | 
and outstanding at June 30, 1995 and 1994, respectively | 315 308 
Additional paid-in capital | 251,539 98.836 
Accumulated deficit | (33,970) (847) 
Total stockholders’ equity | 217,944 98.297 


See accompanying motes, 
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Exercise of common stock options 
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and warrants 1,645,288 
Other = 
Tax benefit related to stock options - 
Net income - 
Balances at June 30, 1993 24,781,068 
Common stock issued: 

Exercise of options and warrants 1,413,640 

Sale of stock, net 4576504 
Tax benefit related to stock options - 
Net income 
Balances at June 30, 1994 30,771,212 
Effect of immaterial poolings 1,031,378 
Balances as restated 31,802,590 
Common stock issued: 

Exercise of options 1,452,628 

Business acquisitions 2.392,677 

Sale of stock, net 1,906,954 
Tax benefit related to stock options - 
Net loss - 
Balances at June 30, 1995 37,554,849 
See accompanying notes. 


(Amounts in thousands, except share data) —— 
Shares 
Balances at June 30, 1992 23,135,780 
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Consolidated Statements of Changes in Stockholders' Equity 
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Accumulated 
Deficit 


$ (4,870) 


(59) 


1,532 
(3.397) 


(33.647) 
$ (33,970) 
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4,684 

` 75.701 
56,569 
14,763 


- (33,647) 
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Consolidated Statements of Cash Flows 
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Cash flows from operating activities: 
Net income (loss) 
Adjustments to reconcile net income to net 
cash provided by operating activities: 
Depreciation and amortization 
Amortization of subscriber acquisition costs 
Loss/(Gain) on sale of property and equipment 
Charge for acquired research and development 
Changes in assets and liabilities: 
Trade accounts receivable 
Other receivables 
Prepaid expenses and other current assets 
Deferred subscriber acquisition costs 
Other assets 
Trade accounts payable 
Accrued personnel costs 
Other accrued expenses and liabilities 
Deferred revenue 
Deferred income taxes 
Deferred rent 


Total adjustments 

Net cash provided by operating activities 
Cash flows from investing activities: 

Short-term investments 

Purchase of property and equipment 

Product development costs 

Sale of property and equipment 

Purchase costs of acquired businesses 
Net cash used in investing activities 
Cash flows from financing activities: 

Proceeds from issuance of common stock, net 

on line of credit and long-term debt 

Proceeds from line of credit and issuance of long-term debt 

Tax benefit from stock option exercises 

Principal payments under capital lease obligations 
Net cash provided by financing activities 
Net increase (decrease) in cash and cash equivalents 
Cash and cash equivalents at beginning of period 
Cash and cash equivalents at end of period 


Supplemental cash flow information 
Cash paid during the period for: 
m 
Income taxes 


See accompanying notes. 


(19,641) 
(111,761) 
(8,432) 
60,824 
1,846 
5,703 
7,190 
14,763 

А онн. 
49,538 


15,891 


5,380 
(57,751) 
(13,011) 

180 


(20,523). 


(85,725) 


61,253 


(3,298) 
13741 


(4.266) 
(681) 
(2,867) 
(37.424) 
(2.519) ` 
10,204 
367 
9,526 
2,322 
3,832 


(52) 
(666) 


1,884 


(18,947) 

(17,886) 

(5.132) 
95 


(41,870) 


67,372 


(7,716) 
14,200 


(42) | 
lun 


33,728 


. 10463 
43,891 
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(8,915) 


609 


(6,924) 


7,181 
26 
(112) 


ише... 
(5,950) 


5 10,163 
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1 Organization 


America Online, Inc. (“the Company"), was incorporated 

in the State of Delaware in May 1985. The Company, based in 
Vienna, Virginia, is a leading provider of online services, 
offering its subscribers a wide variety. of services, including 
e-mail, online conferences, entertainment, software, comput- 


ing support, interactive magazines and newspapers, and online 


' classes, as well as easy and affordable access to services of 


the Internet. In addition, the Company is a provider of data 
network services, new media and interactive marketing ser- 


vices, and multimedia and CD-ROM production services. 


Summary of Significant 
Accounting Policies . 
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Principles of Consolidation The consolidated financial 
statements include the accounts of the Company and its 
subsidiaries. All significant intercompany accounts and trans- 
actions have been eliminated. Investments in affiliates owned 
twenty percent or more and corporate joint ventures are 
accounted for under the equity method. Other securities in 
companies owned less than twenty percent are accounted 

for under the cost method. 


Business Combinations Business combinations which 
have been accounted for under the purchase method of 
accounting include the results of operations of the acquired - 
business from the date of acquisition. Net assets of the 
companies acquired are recorded at their fair value to the 
Company at the date of acquisition. 

Other business combinations have been accounted for | 
under the pooling of interests method of accounting. In such 
cases, the assets, liabilities, and stockholders’ equity of 
the acquired entities were combined with the Company’s 
respective accounts at recorded values. Prior period financial 
statements have been restated to give effect to the merger 
unless the effect of the business combination is not material 
to the financial statements of the Company. 


Revenue and Cost Recognition Online service 

revenue is recognized over the period services are provided. 
Other revenue, consisting principally of marketing. data 
network and multimedia production services, as well as 
development and royalty revenues, are recognized as services 
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are rendered. Deferred revenue consists principally of third- - 
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Notes to Consolidated Financial Statements 


party development funding not yet recognized and monthly 
subscription fees billed in advance. 


Property and Equipment Property and equipment are 
depreciated or amortized using the straight-line method over 
the estimated useful life of the asset, which ranges from 5 to 
40 years. or over the life of the lease. . 

Property and equipment under capital leases are stated at 
the lower of the present value of minimum lease payments at 
the beginning of the lease term or fair value at inception of 


` the lease. 


Deferred Subscriber Acquisition Costs Subscriber 
acquisition costs are deferred and charged to operations over 
a twelve or eighteen month period (straight-line method) 
beginning the month after such costs are incurred. These 
costs, which relate directly to subscriber solicitations, prin- 
cipally include printing, production and shipping of starter 
kits and the costs of obtaining qualified prospects by various 
targeted direct miärketing programs (1.е., direct marketing 
response cards, mailing lists) and from third parties, are 
recorded separately from ordinary operating expenses. No 
indirect costs are included in subscriber acquisition costs. 
To date, all subscriber acquisition costs have been incurred 
for the solicitation of specific identifiable prospects. Costs 
incurred for other than those targeted at specific identifiable 
prospects for the Company's services, and general marketing, 
are expensed as incurred. 

The Company's services are sold on a monthly subscrip- 
tion basis. Subscriber acquisition costs incurred to obtain 
new subscribers are recoverable from revenues generated by 
such subscribers within a short period of time after such costs 
are incurred. 

Effective July 1, 1992, the Company changed, from 
twelve months to eighteen months, the period over which it 
amortizes the cost of deferred subscriber acquisition costs | 
relating to marketing activities in which the Company's 
starter kit is bundled and distributed by a third-party market- 
ing company. The change in accounting estimate was made to 
more accurately match revenues and expenses. Based on the 
Company's experience and the distribution channels used in 
such marketing activities, there is a greater time lag between 
the time the Company incurs the cost for the starter kits and 


the time the starter kits begin to generate new customers than - 


with direct marketing activities. Also, the period over which 
new subscribers (and related revenues) are generated is 
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independent, direct marketing activities. The effect of this 
change in accounting estimate for the year ended June 30, 
1993 was to increase income before extraordinary item and 
net income by $264,000 (5.01 per share). 

In the first quarter of fiscal 1995 the Company adopted 
the provisions of Statement of Position (^SOP") 93-7 
“Reporting on Advertising Costs" which provides guidance 
on financial reporting on advertising costs. The adoption of 
SOP 93-7 had no effect on the Company's financial position 
or results of operations. i 


Product Development Costs The Company capitalizes 
costs incurred for the production of computer software used 
in the sale of its services. Costs capitalized include direct 
labor and related overhead for software produced by the 
Company and the costs of software purchased from third 
parties. All costs in the software development process which 
are Classified as research and development are expensed as 
incurred unti! technological feasibility has been established. 
Once technological feasibility has been established, such 
costs аге capitalized until the software is commercially avail- 
able. To the extent the Company retains the rights to software 
development funded by third parties, such costs are capital- 
ized in accordance with the Company's normal accounting 
policies. Amortization is provided on a product-by-product 
basis, using the greater of the straight-line method or current 
year revenue as a percent of total revenue estimates for the 
related software product not to exceed five vears, commenc- 
"ing the month after the date of product release. 

Product development costs consist of the following: 


lina | A On ИАА Year ended Jane 30. _ 
: 1995 1994 
Balance, beginning of year $ 1912 $ 3.915 
Costs capitalized 13,011 5.132 
Costs amonized (2,008) (1,135) 
Balance, end of year . .. 518,594 5 7.912 





The accumulated amortization of product development 
costs related to the production of computer software totaled 
$7,894,000, and $5,885,000 at June 30, 1995 and 1994, 
respectively. 

Included in product development costs are research and 
development costs totaling $3,856,000, $2,126,000, and 
$1,130,000 and other product development costs totaling 
$6,977,000, $1,050,000 and $579,000 in the years ended 
June 30, 1995, 1994 and 1993, respectively. 
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License Rights The cost of acquired license rights is 
amortized using the straight-line method over the term of 
the agreement for such license rights, ranging from one to 
three years. 

Goodwill Goodwill consists of the excess of cost over the 


fair value of net assets acquired and certain other intangible 


assets relating to purchase transactions. Goodwill and intangi- 
ble assets are amortized over periods ranging from 5 - 10 years. 


Operating Lease Costs Rent expense for operating 
leases is recognized on a straight-line basis over the lease 
term. The difference between rent expense incurred and 
rental payments 15 charged or credited to deferred rent. 


Cash, Cash Equivalents and Short-term Investments 
The Company considers all highly liquid investments with 
an original maturity of three months or less to be cash equiv- 
alents. In fiscal 1995, the Company adopted Statement of 
Financial Accounting Standards Мо. 115 (“SFAS 1157), 
“Accounting for Certain Investments in Debt and Equity 
Securities." The adoption was not material to the Company's 
financial position or results of operations. The Company has 
classified all debt and equity securities as available-for-sale. 
Available-for-sale securities are carried at fair value, with 
unrealized gains and losses reported as a separate component 
of stockholders’ equity. Realized gains and losses and 
declines in value judged to be other-than-temporary on 
available-for-sale securities are included in other income. 
Available-for-sale securities at June 30, 1995, consisted of 
U.S. Treasury Bills and other obligations of U.S. Government 
agencies totaling 37,579,000 and U.S. corporate debt obliga- 
tions totaling $11,093,000. At June 30, 1995, the estimated 
fair value of these securities approximated cost. 


Net income (Loss) per Common Share Net income 
(loss) per share is calculated by dividing income (loss) before 
extraordinary item and net income (loss) by the weighted 
average number of common and, when dilutive, common 
equivalent shares outstanding during the period. 
Reclassification Certain amounts in prior years’ consoli- 
dated financial statements have been reclassified to conform 
to the current year presentation. 


3 Business Combinations 
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Pooling Transactions On August 19, 1994, Redgate 
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Communications Corporation (“КСС”) was merged with and. eee 
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into a subsidiary of the Company. Тһе Company exchanged 
1.789,300 shares of common stock for all of the outstanding 
common and preferred stock and warrants of RCC. 
Additionally, 401,148 shares of the Company's common 
stock were reserved for outstanding stock options issued by 
RCC and assumed by the Company. The merger was 
accounted for under the pooling of interests method of 
accounting, and accordingly, the accompanying consolidated 
financial statements have been restated for all periods prior to 
the acquisition to include the financial position. results of 
operations and cash flows of RCC. Effective August 1994, 
RCC's fiscal year-end has been changed from December 31 
to June 30 to conform to the Company's fiscal year-end. 

Revenues and net earnings (loss) for the individual entities 
are as follows: 

















Three months 
ended | 
: 30, 
1994 1994 1993 
Total revenues: 
AOL $ 50.783 5104410 5 40.019 
ЕСС 3.813 11.312 11.965 
Less intercompany sales (173) = 
$ 54423 55722 5 51.984 
—_— = 
Net income (loss): 
AOL $ 3018 $ 6210 $ 4210. 
ЕСС (42) (3.660) (2.678) 
Merger expenses (1,710) - - 
5 126 % 2550 5 1532 

















In connection with the merger of the Company and RCC. 
merger expenses of $1,710,000 were recognized during 1995. 

During fiscal 1995, Medior, Inc. and Wide Area 
Information Servers, Inc. were merged into subsidiaries of 
the Company. The Company issued 1.082.019 shares of its 
common stock in the transactions. The transactions were 
accounted for under the pooling of interests method of 
accounting. Prior year financial statements have not been 
restated for the transactions because the effect would not be 
material to the operations of the Company. 


Purchase Transactions During fiscal 1995, the 
Company acquired NaviSoft, Inc. ("NaviSoft"), BookLink . 
Technologies, Inc. (“Воокі лак“), Advanced Network & 
Services, Inc. ("ANS") and Global Network Navigator. Inc., 


in transactions accounted for under the purchase method of 


accounting. The Company paid a totai of $97,669,000 of 77” 
which 575.697.000 was in stock and $21,972,000. was in cash 


for the acquisitions. Of the aggregate purchase price, approxi- 
mately $50.335.000 was allocated to in-process research and 
development and $55,314,000 was allocated to goodwill and 
other intangible assets. | 

The following unaudited pro forma information relating to 
the BookLink and ANS acquisitions is not necessarily an 
indication of the combined results thar would have occurred 
had the acquisitions taken place at the beginning of the 
period, nor is it necessarily an indication of the results that 
may occur in the future. Pro forma information for NaviSoft 
and Global Network Navigator, Inc. is immaterial to the oper- 
ations of the consolidated entity. The amount of the aggregate 
purchase price allocated to in-process research and develop- 
ment for both the NaviSoft and BookLink acquisitions has 
been excluded from the pro forma information as it is a non- 
recurring item. 


(in thousands, except per'share data) Year ended June 30. 


1995 1994 


Revenues . $410,147 5135.785 








Income (loss) from operations 23,117 (5.465) 
Pro forma income (loss) 11,205 (4,694) 
Pro forma income (loss) per share $ 0.25 $ (0.16) 
4 Property and Equipment 
Property and equipment consist of the following: 
1995 1994 
Computer equipment $ 49,167 5 12.418 
Furniture and fixtures 4,992 1.398 
Buildings 13,800 5.648 
Land 6,075 2.052 
Building improvements 6,284 1.343 
Property under capital leases 8,486 2,686 
Leasehold improvements - 3,059 306 
91,863 25,851 
Less accumulated depreciation 
and amortization 21,397 5.545 
Net property and equipment $ 70,466 5 20.306 








= mma О В 


romeo 


AMERICA ONLINE, 


inc. 


29 


4 


Seen ee ee SS EEES SSS eS eee eee 


License rights consist of the following: 











oaks rc ON E ee аудыны сасар ДО... 
1995 1994 
License rights $ 7,484 5 954 
Less accumulated amortization (1,947) (901) 
$ 5537 $ 53 
6 Commitments and Contingencies 


The Company leases equipment under several long-term cap- 
ital and operating leases. Future minimum payments under 
capital leases and non cancelable operating leases with initial 
terms of one year or more consist of the following: 
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Year ending June 30, 











1996 | $ 1,654 $ 20,997 
1997 | 1.2336 21264 
1998 641 19.450 
1999 310 8,711 
2000 103 3,511 
Thereafter - 2,636 
Total minimum lease payments 3,944 5 76.569 
Less amount representing interest (402) 
Present value of net minimum capital | 

lease payments, including current 

portion of $1,415 5 3,542 





The Company’s rental expense under operating leases in 
the years ended June 30, 1995, 1994 and 1993 totaled 
approximately $10,001,000, $2,889,000, and $2,155,000, 
respectively. 


Communication Networks The Company has guaran- 
teed monthly usage levels of data and voice communications 
with one of its vendors. The remaining commitments are 
$113,400,000, $59,000,000, $9,000,000 and $6,750,000 for 
the years ending June 30, 1996, 1997, 1998 and 1999, respec- 
tively. The related expense for the years ended June 30, 

1995, 1994 and 1993 was $138,793,000, $40,315,000 and 
311,226,000, respectively. 


Contingencies Various legal proceedings have arisen 
against the Company in the ordinary course of business. In 
the opinion of management, these proceedings will not have a 
material effect on the financial position of the Company. 
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1 Notes Payable 


Notes payable at June 30, 1995 totaled approximately $18 
million and consist primarily of amounts borrowed to finance 
the purchases of two office buildings. The notes are collater- 
alized by the respective properties. The notes have a variable 
interest rate equal to 105 basis points above the 30 day 
London Interbank Offered Rate and a fixed interest rate of 
8.48% per annum at June 30, 1995. Aggregate maturities of 
notes payable for the years ended June 30, 1996, 1997, 1998. 
1999, 2000 and thereafter are $415,000, $429,000, $445,000, 
$462,000, $480,000 and 515,553,000, respectively. 


9 Other Income 


BOAOGAGSGAGALAOAOEON ш: ш: ны жани. ee OR S M UP TOT ир ПЕ "ШОШ: Шш UUEONUROEOE a аа E E GR BOL LACE E-R E Pho ow ee mmm жш: Gm III "шишиши ы 


income: 
Ga thousands) 0000002 са Year ended June 30, 02 
1295 1994 1993 
Interest income $ 3,20 $ 1646 5 57 
Interest expense (1,054) (575) 172) 
Other 157 703 (29) 























Q income Taxes 
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оосо I Yen ended Mane Эй... 
С ТЕЕ 1995 1994 1993 
Income before 

extraordinary item $15,168 5 3832 $ 1.897 
Tax benefit arising from 

пе! operating loss | 

carryforward - = (1.133) 

$ 15,169 5 3.32 $ 1764 

Current $ - $ - 5 5 
Deferred 15,168 3,832 759 
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The provision for income taxes differs from the amount 
computed by applying the statutory federal income tax rate 
to income before provision for income taxes and extraordi- 
nary item. The sources and tax effects of the differences are 
as follows: | : 


Year ended June 30, 


бананы Lo ee а ш жал мы тк жез 
1995 1994 1993 

Income tax at the federal 

statutory rate of 34% $ (6,283) $ 2.170 5 781 
State income tax. net of 

federal benefit 1,597 403 200 
Losses relating to RCC - 1.259 916 
Nondeductible merger 

expenses 750 = З= 
Nondeductible charge for 

purchased research 

and development 17,114 = 2 
Loss, for which no tax 

benefit was derived 1,632 ^ z 
Other | 359 = us 














$ 15,168 5 3.832 $ 1.897 











Deferred income taxes arise because of differences in the 
treatment of income and expense items for financial reporting 
and income tax purposes, primarily relating to deferred sub- 
scriber acquisition and product development costs. 

As of June 30, 1995, the Company has net operating 
loss carryforwards of approximately $109 million for tax 
purposes which will be available, subject to certain annual 


limitations, to offset future taxable income. If not used, these 


loss carryforwards will expire between 2001 and 2010. To the 
extent that net operating loss carryforwards, when realized, 
relate to stock option deductions, the resulting benefits will 
be credited to stockholders’ equity. 

The Company's income tax provision was computed 
based on the federal statutory rate and the average state statu- 
tory rates, net of the related federal benefit. 

Effective July 1, 1993 the Company changed its method 
of accounting for income taxes from the deferred method to 
the liability method required by FASB Statement No. 109, 
"Accounting for Income Taxes." As permitted under the new 
rules, prior years’ financial statements have not been restated. 

No increase to net income resulted from the cumulative 


. effect of adopting Statement No. 109 as of July 1, 1993. The 


deferred tax asset increased by approximately 55,965,000 as 
a result of the adoption. Similarly, the deferred tax liability, 
stockholders' equity and the valuation allowance increased 


respectively. 


Deferred income taxes reflect the net tax effects of tempo- 
rary differences between the carrying amounts of assets and 
liabilities for financial reporting purposes and the amounts 
used for income tax purposes. Significant components of the 
Company's deferred tax liabilities and assets аге as follows: 























ERR Bocca eam 
1995 1994 

Deferred tax liabilities: . 

Capitalized software costs $ 7,008 $ 290 

Deferred member acquisition costs 28,619 9.880 
Met deferred tax liabilities $ 35,627 $ 12.842 

Deferred tax assets: А 

Net operating loss carryforwards $ 39,000 $ 17.510 

Total deferred tax assets 39,000 17.510 

Valuation allowance for deferred assets (3,373) (4.668) 
Net deferred tax assets $ 35,627 $ 12.842 
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Common Stock At June 30, 1995 and 1994 the 
Company's 5.01 par value common stock authorized was 
100,000,000 and 20.000,000 shares, respectively, with - 
37,544,849 and 30.771.212 shares issued and outstanding, 
respectively. At June 30, 1995, 23,778,605 shares were 
reserved for the exercise of issued and unissued common 
stock options and warrants, and 289,115 shares were reserved 
for issuance in connection with the Company's Employee 
Stock Purchase Plan. 

During April 1995, the Company sold approximately 
5% of its common stock for approximately 554 million to 
Bertelsmann, АС in connection with a joint venture. 


Preferred Stock Іп February 1992. the Company's 
stockholders approved an amendment and restatement of 
the certificate of incorporation which authorized the future 
issuance of 5,000,000 shares of preferred stock, $.01 par 
value, with rights and preferences to be determined by the 
Board of Directors. As of June 30, 1995 no shares of pre- 
ferred stock had been issued. 


Warrants Under a December 1992 licensing and develop- 
ment agreement with Apple Computer, Inc. ("Apple"), the 
Company issued warrants to Apple to purchase 2,000,000 
shares of common stock at an exercise price of 56.25 per 


AMERICA’ ONLINE, INC. 
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In connection with an agreement with the Company's 
primary communications provider, the Company issued 
warrants, exercisable through March 31, 1999, subject to 
certain performance standards specified in the agreement, 
to purchase 1,800,000 shares of common stock at a price of 
$7.81 per share. 


Shareholder Rights Plan During fiscal 1993, the 
Company adopted a shareholder nghts plan and distributed a 
dividend of one preferred share purchase right (a "Right") for 
each outstanding share of the Company's common stock. 

The Rights become exercisable in certain limited circum- 
stances involving a potential business combination or change 
of control transaction of the Company. Each Right initially 
entitles registered holders of the Company's common stock 
to purchase one one-hundredth of а share of the Company's 
new Series A Junior Participating Preferred Stock ("Series A 
Preferred Stock") at a price of $150.00 per one one- 
hundredth of a share of Series А Preferred Stock. Following 
certain other events after the Rights have become exercisable, 
each Right entitles its holder to purchase for $150.00 an 
amount of common stock of the Company ог, in certain | 
circumstances, securities of the acquirer, having a then- 
current market value of two times the exercise price of the 
Right. The Rights are redeemable for опе cent per right at the 
option of the Board of Directors. Until a Right is exercised, 
the holder of the Right, as such, has no rights as a share- 
holder of the Company. The Rights expire on May 3, 2003 
unless redeemed prior to that dare. 


Stock Splits On November 25, 1994 and April 27, 1995, 
the Company effected two-for-one splits of the outstanding 
shares of common stock. Accordingly, all data shown in the 
accompanying consolidated financial statements and notes 
has been retroactively adjusted to reflect the stock splits. 


i 


1 1 Stock Plans 
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incentive Stock Option Plan In June 1985, the 
Company approved and adopted an incentive stock option 
plan (“the 1985 Plan”). The 1985 Plan provides for the grant 
of options to purchase common stock to eligible employees 


. of the Company. The 1985 Plan is administered by the 


Compensation Committe of the Board of Directors. The 
1985 Plan will terminate in December 1995. The total number 
of shares of common stock that may be issued pursuant to 


222 options granted under the 1985 Plan is 3,002,872, The issued _ 
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options vest over three-year or four-year periods and are exer- 
cisable for ten years following the date of the grant. 

The following table summarizes incentive stock option 
activity under the 1985 Plan: 


cc AN rea pores a. ADU Pam isi РЕВЕ. 
Balance at June 30, 1992 2,191,344 $0.12- $2.25 
Granted = - 
Exercised | (403.236)  S0.12- $225 
Forfeited (14.240) $225 
Balance at June 30, 1993 1,774,368 50.12 - 52.25 
Granted | = = 
Exercised (470216) 50.12 - $2.25 
_ Forfeited (2.200) $2.25 
Balance at June 30, 1994 1,301,952 5012-5225 
Granted - - 
Exercised (258.770) $0.12 - 52.25 
Forfeited (30.650) $2.25 
Balance at June 30, 1945 1.012.532 $0.12-$225 








At June 30, 1995, 893,192 options were exercisable. There 
have been 1,940,786 options exercised under the 1985 Plan. 
Stock Incentive Plan In December 1987, the 


Company's Board of Directors adopted a stock incentive 
plan (“the 1987 Plan"). The 1987 Plan provides for the grant 


. of options to purchase common stock and awards of 


restricted common stock to employees and independent con- 
tractors of the Company. The 1987 Plan is administered by ` 
the Compensation Committee of the Board of Directors. The 
total number of shares of common stock that may be issued 
pursuant to options granted under the 1987 Plan or pursuant 
to stock awards is 4,008,000. The issued options vest over 
three-, four- or five-year periods and are exercisable for ten 
years following the date of grant. 

The following table summarizes stock incentive option 
activity under the 1987 Plan: 


И Е uud коне... 
Balance at June 30, 1992 _ 3315264 50.25 - 52.25 
Granted - - 
Exercised | (1,113,428) 5025-5225 
Forfeited (14.600) $0.50 
Balance at June 30, 1953 2.187236 5025-5225 
- Granted - - 
Exercised (121.624) 5025-52.25 
Forfeited | - = 
Balance at June 30, 1994 1,459,612 5025-52.25 
Granted - - 
Exercised (648.044) 5025-52.25 
Forfeited | (20.000) $0.50 
Balance at June 30, 1995 791.568 5025-5225 
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At June 30, 1995, 776,968 options were exercisable. There years. At June 30, 1995, 237.478 options were exercisable. 


have been 3,160,884 options exercised under the 1987 Plan. Employee Stock Purchase Plan Іп May 1992. the 


1992 Employee, Director and Consultant Stock Company's Board of Directors adopted an Employee Stock 
Option Plan In February 1992, the Company approved Purchase Plan (“the ESPP™). Under the ESPP. employees of 
and adopted an employee, director and consultant stock the Company and its subsidiaries who elect to participate are 
option plan (“the 1992 Plan”). The 1992 Plan provides for the granted options to purchase common stock at a 15 percent 
grant of either incentive stock options or non-qualified stock discount from the market value of such stock. The ESPP per- 
options. Incentive stock options may be granted under the mits an enrolled employee to make contributions by having 
1992 Plan to employees of the Company and its affiliates. withheld from his or her salary an amount between 1 percent 
Non-qualified stock options may be granted to consultants, and 10 percent of compensation to purchase shares of com- 
directors, employees or officers of the Company and its mon stock. The ESPP is administered by the Compensation 
affiliates. The 1992 Plan provides for an annual grant to Committee of the Board of Directors. The total number of 
each non-employee director on November 1 of an option to shares of common stock that may be issued pursuant to 
purchase 5.000 shares of common stock at an exercise price options granted under the ESPP is 400.000. A total of 110.885 
equal to the fair market value of the common stock on such shares of common stock have been issued under the ESPP. 
date and vesting in one year. The 1992 Plan is administered r 

by the Compensation Committee of the Board of Directors. 1 2 | і Eo 

The total number of shares that may be issued pursuant to f= Employee Benefit Plan 
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options granted under the 1992 Plan is 18,040,000, which i 


includes increases of 4.000.000 shares each, approved by Savings Pian The Company has a savings plan (“the 

the Board of Directors in January and July 1995, that are Savings Plan™) that qualifies as a deferred salary arrangement 

subject to the approval of the stockholders of the Company at under Section 401(k) of the Internal Revenue Code. Under = 

the annual stockholders meeting in October 1995. The issued the Savings Plan, participating employees may defer a por- 

options vest over one-, three-, or four-year periods and are tion of their pretax earnings. up to the Internal Revenue 

exercisable for ten years following the date of grant. Service annual contribution limit. The Company matches 

50% of cach employee's contributions up to a maximum 

Number of Option price " д е қ 

eee VM of 4% of the employee's earnings. The Company's matching 

Balance at June 30, 1952 12.000 $3.56 contribution to the Savings Plan was approximately 

Granted 3.215.400 $3.18 - $ 9.18 $358.000 and $168,000 in the years ended June 30, 1995 

Exercised - - А 

Forfeited | (8.000) $3.68 and 1994, respectively. 

Balance at June 30, 1993 3.219.400 5 3.18 - 5 9.18 

Granted 1.458.600 $ 9.31 - $18.25 1 3 

. Balance at June 30, 1994 4.383.160 5 3.18 - $18.25 | , | 

Guna | 11.793.598  $13.90- $44.00 On August 23, 1995, the Company entered into a stock 

Exercised (431.802) 5 3.18 - $18.25 purchase agreement to purchase Ubique, Ltd. ап Israeli 

Forfeited | (460.200) $ 3.18 - $37.69 company. The Company has agreed to pay approximately 

Balance at June 30, 1995 15.284.756 5 3.18 - $44.00 


515 million (51.5 million in cash and $13.5 million in 
| со stock) in the transacti hich is to be ted 
At June 30, 1995, 1.491,674 options were exercisable. корны ЕН 


| for under the purchase method of accounting. Subject to the 
There have been 619,442 options exercised under the 1992 және? = = | d - j ж 
Р1ап 5 results of an in-process valuation, a substantial portion of the 
» rchase price may be allocated to in-process research and 
At June 30, 1995, the Company had 753,947 common ae y ime d ; ы рез ; з 
development and charged to the Сотпрапу 5 operations іп the 


stock options outstanding relating to options which were 
first quarter of fiscal 1996. 


assumed by the Company in connection with various busi- 
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ness combinations. The options are exercisable at prices — те ттт 
ranging from $0.34 to $27.54 and vest over the next four 
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Quarterly Information (unaudited) 


Fiscal 1995 

Online service revenues 
Other revenues 

Total revenues 

Income (loss) from operations 
Net income (loss) 

Net income (loss) per share™ 


Fiscal 1994 

Online service revenues 
Other revenues 

Total revenues 

Income from operations 
Net income 

Net income per share" 


September 30, и 


5 50,056 
6.880 
56.936 
4.623 
1.481 
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December 31, 
ИА 


$ 69.712 


6.683 


76.395 
(35.258) 
(38,730) 

$ (0.20) 


$ 20292 
4.239 
24.531 
520 

70 
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$ 99.814 
9.290 
109.104 
233 
(2.587) 
5 (0.07) 


5 28.853 
2,836 
31,689 
1.931 
1,272 

$ 0.03 





Quaner Ended 
' March 31, 


5138.916 
12.939 
151,855 
11.108 
6.189 

$ 0.13 


$ 37.549 
2,874 
40.423 
1.626 

905 

$ 0.02 


тина Ф dB rr н нон н иона 
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* Historical financial information for amounts previously reported in fiscal 1995 has been adjusted to account for poalin g af interest transactions. 
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Total | 
5358.498 
35,792 
394.290 
(19.294) 
(33.647) 
$ (099) 


$100.993 
14.729 
115.722 
4.608 
2.550 

$ 0.07 


“Тһе sum of per-share earnings (loss) does not equal earnings (lass) per share far the vear due 10 equivalent share calcwlations which are impacted by the 


Company's loss in 1995 and by fluctuations in the Company's common sock marker prices. 
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Board of Directors and Stockholders 


America Online, Inc. 


We have audited the accompanying consolidated balance 
sheets of America Online, Inc. as of June 30, 1995 and 
1994, and the related consolidated statements of operations, 
changes in stockholders’ equity and cash flows for each of 
the three years in the period ended June 30, 1995. These 
financial statements are the responsibility of the Company's 
management. Our responsibility is to express an opinion on ` 
these financial statements based on our audits. 

We conducted our audits in accordance with generally 
accepted auditing standards. Those standards require that we 
plan and perform the audit to obtain reasonable assurance 
about whether the financial statements are free of material 
misstatement. An audit includes examining, on a test basis, 
evidence supporting the amounts and disclosures in the 
financial statements. An audit also includes assessing the 
accounting principles used and significant estimates made 
by management, as well as evaluating the overall financial 
statement presentation. We believe that our audits provide a 
reasonable basis for our opinion. 


—— == 


In our opinion. the financial statements referred to above 
present fairly, in all material respects. the consolidated 
financial position of America Online. Inc. at June 30, 1995 
and 1994. and the consolidated results of their operations 
and their cash flows for each of the three years in the period 
ended June 30, 1995. in conformity with generally accepted 
accounting principles. 

As discussed in Note 9 to the consolidated financial 
statements, in fiscal 1994-е Company changed its method 
of accounting for income taxes. As discussed in Note 2 to 
the consolidated financial statements, in fiscal 1995 the 
Company changed its method of accounting for short-term 


investments in certain debt and equity securities, 
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Vienna, Virginia 
August 25, 1995 
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Stockholder Information 


Market Price of Common Stock 
Based on the Nasdaq National Market daily closing price, the 
high and low sales prices were as shown below: 
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High Low 
For the quarter ended: 
September 30, 1993 $ 15.19 $ 9.13 
December 31. 1993 17.50 12.63 
March 31. 1994 23.00 11.94 
June 30, 1994 19.44 12.56 
September 30, 1994 20.56 13.75 
December 31, 1994 29.75 14.94 
March 31. 1995 47.38 24.63 


June 30, 1995 48.13 33.50 


The Company has never declared. nor has it paid. any 
cash dividends on its Common Stock. The Company cur- 
rently intends to retain its earnings to finance future growth 
and, therefore. does not anticipate paying any cash dividends 
on its Common Stock in the foresecable future. 

А5 of August 30, 1995, the approximate number of stock- 
holders of record of Common Stock was 1.117. 


Annual Meeting 


The Annual Meeting of Stockholders will be held on 
Tuesday, October 31, 1995. at 10 a.m.. at the Sheraton 
Premiere, 8661 Leesburg Pike, Vienna. Virginia. 


Form 10-K 

Copies of the Company's Annual Report on Form 10-K 

for the year ended June 30, 1995 (excluding the exhibits 
thereto) are available to beneficial owners of the Company's 
common stock without charge. upon request to the Secretary, 
America Online, Inc., 8619 Westwood Center Drive, Vienna, 
Virginia 22182. 
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Exchange Information | 
Тһе Company's Common Stock is traded on the Nasdaq 
National Market under the symbol “AMER.” 

Options on the Company's stock are traded on the Chicago 
Board Options Exchange. the American Stock Exchange, and 
the Pacific Siock Exchange. 


Independent Auditors 
Emst & Young LLP . 
Vienna, Virginia 


Lega! Counsel 
Mintz. Levin, Cohn, Ferris. Glovsky & Popeo. P.C. 
Boston, Massachusetts 


Transfer Agent and Registrar 
The First National Bank of Boston 
P.O. Box 1865 

Boston, Massachusetts 02105-1865 — | 


America Online is a registered zervicemark of America Online, Inc. America 
Online. People Connection, (& Тіс Movies, Favorite Places. Downtawn 
AOL and the Company's triangic logo are registered trademarks of 
America Onlinc. Inc. 


AOL. AOLnet. The AOL Greenhausc. WebCrawler. Center Stage. Music 
Space. Mv Home Page and My Place arc trademarks and servicemarks of 
America Online. Inc. with respect to which the Company has pending 
applications with the United States Parent & Trademark Office. 


NarviSaft, NaviPress and NaviServer are trademarks of NaviSoft. Inc. with 
respect to which the Company has pending applications with the US. 
Patent & Trademark Office. 


ANS is а registered trademark of Advanced Network & Services. Inc. 
GNN is a registered trademark of Global Network Navigator, Inc. 


Certain other trademarks and servicemarks are registered го their respec- 
live entinies. 
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“ast spring: some сүй of a business stu- 
“dents submitted a paper on Anierica Online—conclud- 





ill Lynch, Goldman Sachs and Alex. Brown. These firms, 
being not incidentally underwriters for AOL, were bullish. 

They have had a tough ride, from $70 to $25, but that is no 
shame. They also liked AOL on the way up, and every ana- 
lyst misses a call. The shame is that information that could 
have led them to exit AOL at the top was in front of their 
face, but its seeming importance was minimized by AOL's 
aggressive accounting and relentless spinning of Wall Street. 

Ав accountant or spinner, AOL was hardly unique. It’s 
common to take expenses out of quarterly statements and 
tuck them in a one-time ritual bath. It's common to spoon-feed 
analysts, particularly friendly analysts. It’s common, when 
results disappoint, to unveil a 
new “model” that renders past 
disappointments meaningless. 
And trying to steer a stock likea Weekly closing price 
guided missile is nothing new, сву 
especially for companies that 
rely. for cash on periodic under- 
writings and that pay the brass 
primarily in options. 

AOL, for those recently re- 
turned from extended safari, 
is the biggest on-line con- 
sumer services company. It 
carpetbombed the country 
with disks, spending $363 mil- 
lion, a third of its revenue, on 
promotion in its last fiscal 20 
year. But it booked only $126 
million of that as an expense. 

The rest of its marketing was 
considered a capital asset, to be amortized over two years. 

This was controversial, because, according to other-than- 
bullish analysts, it was unclear from AOL’s disclosures 


1995 "96 


whether the average customer was staying that long. In the- 
meantime, the “asset” represented by marketing Was ИНИ: 


ing fast, as were looming amortization charges. 

- Last week, AOL threw in the towel—sort of—by saying it 
would take a one-time charge of $385 million, reducing to 
vapor what Ernst & Young had certified as solid assets nine 
weeks earlier, and would expense all future marketing. Ac- 


cording to accounting sleuth Howard Schilit, AOL is gaming ` 


the numbers even now. "Instead of expensing when they 


‘should have, AOL said, “We'll expense it tomorrow,’ he 


says. With the special charge, "tomorrow never comes." __ 
AOL's recent 10-k suggests that, without the big bath, it 


might have been under pressure to amortize more quickly and ` 
penalize earnings more. Its filing flagged its amortization 


practice as subject to quarterly review. Asked whether it was 
pushed by its accountant (who didn't return a call), Lennert 
Leader, the chief financial officer, called the question “пої 
relevant." And, he said, “We take strong exception to any no- 
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ing.that the highflying stock was overpriced. HEULEN, 
Е ‚Нооке, {һе professor, sént me а copy; but I tossed it out: ::· · 
l^. ::7]t1s obvious now I should have passed it on to.the post: 3 
p grads ; and other certified analysts at Morgan Stanley, Merr- > 


America Online's Stock 
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| Did AOL Succeed i in "Spinning t ti e Street? 


" ай that we are playing games; " He erased off the idea t that ; 


any problems led to the accounting change, which he said Was 


caused by AOL's switch to a new pricing 5 scheme. Ж 
сузе. "Look аі. ће track: record; an AOL spokesman. added. . 4: 
"For the past 16: quarters this company-delivered on expecta- ". 
-tions of revenues, profits and subscribers."-When-it was - f- 


pointed out that AOL not only delivered profits but now will 
charge them off (every dime and more it had earned"), he 
replied that the accounting was standard and proper. 

And indeed it was. Accountants often choose between ac- 
cepted but differing standards. As Abraham Briloff said of 
AOL's auditors 15 months ago, they should strive for the 
standard that best reflects economic reality, not the “іпуійі- 
ous" alternative of mere acceptability. 

Every Wall Street analyst—bull and bear—was of course 
aware that AOL was deferring its marketing costs. Bulls will - 
now reply that as the numbers were known, the accounting 
form was irrelevant to their analysis. But the bulls dismissed 
the accounting issue while en- 
thusiastically trumpeting 
AOL's reported (now vapor- 
ized) "profits." By calling them 
profits, they tended to overlook 
or minimize that AOL was in a 
price war with Internet access 
providers and spending more 
cash than it was taking in. 

Alex. Brown analyst 
steven Eskenazi now says, “І 
never claimed AOL earned a 
dime." But his reports uncriti- 
cally reported their profits. 
"While we have NEVER posi- 
tioned AOL as an earnings 
story," he wrote in June, “we 
can't help but be tempted by 
its 1997 P/E of 42 times." . 

Last week, the night before 
AOL's announcement, the company wined and dined Alex. 
Brown and other favored analysts at Manhattan's Essex 
House. Next morning, as AOL was overhauling its account- 
ing and corporate alignment, the analysts were magically . 
ready with new earnings forecasts (caveat emptor) through `` 
1998. In the Internet business, in which AOL is certainly а le- - 
gitimate contender for subscriptions, advertising, content 
and merchandising sales, 1996 is a long way away. 

Various neutral analysts have had less access to AOL, but- 
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- distance has served them. Cowen & Co.'s Jeff Goverman 
‘wrote in March, AOL “‘may be losing money on each sub- 


scriber." Smith Barney, Off Wall Street Consulting Group, 
and others, said similar. Perhaps, AOL should have paid at- 
tention. Having a stock in the stratosphere reinforces any 
management's tendency to believe it is on course, marketing 
wisely, etc. AOL's Mr. Leader vigorously disputes that AOL 


-spins the news. "This company has been very forthright. We 


should be commended for acknowledging mistakes and 


reaching ош” and talking to investors, bullish and other- :- 


wise, he says. Maybe. But the danger in spin artistry is al- Е 
ways that the spinner will believe the spin. 











America Online, Posting Huge Loss, 


Writes, Of А Costs j;j 7% 


AY Ф t 
Staff Reporter of THE WALL STREET JOURNAL 

NEW YORK - America Online Inc. 
posted a quarterly loss of nearly $354 
million after taking a whopping $385 mil- 
lion charge to abandon a controversial 
accounting tactic. 

The charge, which was expected, repre- 
sented a write-off of the enormous market- 
ing costs AOL has racked up in its quest to 
sign up new members. The nation's largest 
computer on-line service historically de- 
ferred those costs over a two-year periód 
instead of expensing them up front—allow- 
ing the company to report quarterly profits 
and postponing the day of reckoning for its 
marketing expenditures. 

AOL recorded a loss of $3.80 a share for 
the fiscal first quarter ended Sept. 30. This 
compares with a loss of $10.9 million, or 14 
cents a share, in the year-earlier period, 
which included a one-time charge. Exclud- 
ing that charge, AOL's year-earlier net 
income was $6.1 million, or six cents а 
share. Revenue rose 77% to $350 million, а 
rise from $197.9 million a year earlier. 


But last year's operating profit was 
reported under AOL's old accounting 


methods, which the company had justified 
as a better way to match expenses with 
subscriber revenue. As those “deferred 
subscriber acquisition costs" mounted into 
the hundreds of millions, the company was 
forced last week by investor concerns to 
cease the accounting practice. 

AOL said that, before yesterday's 


charge, its earnings would have been $19 


Lotus Sues Former Official 
| For Recruiting Salesman 


By a WALL STREET JOURNAL Staff Reporter 
CAMBRIDGE, Mass. — Lotus Develop- 
ment Corp. sued a former executive who 
quit to run an Internet start-up, claiming 
| he violated his Lotus employment con- 
tract by recruiting a star salesman from 
the International Business Machines 
Corp. subsidiary to his new company. 


Don Bulens, a former Lotus vice presi- 


dent who is now chief executive officer of 
Radnet Іпс.; doesn't dispute he hired the 
sales executive, but he contends "the 
charges are groundless, because we have 
not violated my agreement with Lotus. 

This is a thinly veiled attempt by Lotus to 
stem the tide of employees who are 


leaving the company for Internet soft- | 


ware companies.’ 

| ` A Lotus spokesman says that Mr. 
Bulens “hired a top sales rep who was 
recently moved by the company to a key 
global account. Lotus believes he was 
hired in violation of Don’s contractual 

| obligations to the company. " The suit, 
filed in Middlesex Superior Court here, 
seeks unspecified monetary damages. 

. Lotus has seen a series of executives 
| quit in recent months, and several went 
| to Internet start-ups such as Cambridge- 

based Radnet that compete with Lotus' S 
key product, Notes. 


. dent 


uring Members 


22 ог 17 cents а share. But that profit 
was calculated under the now-abandoned 
deferred-cost method. With the new ac- 
counting method in place, analysts expect 
a loss at AOL in the second quarter. 
Tumultuous Time 


The move to scrap the accounting 
method comes at a tumultuous time for 
AOL, which has faced tremendous price 
competition from Internet-service pro- 
viders. Last week, the company aban- 
doned its hourly charges by creating a new 
flat-rate price of $19.95 a month, which will 
erase the hefty monthly revenue the com- 
pany received from heavy users. The fi- 
nancial impact on the ‘company’s sub- 
scriber revenue, which is still uncertain, 
has forced AOL to develop alternative 
revenue streams from new businesses, 
such as on-line advertising revenue and 
fees from the electronic sale of goods. 

Thus far, those alternative revenue 
streams amount to only 10% of the com- 
pany's quarterly revenue. AOL said it 
generated $38.8 million in revenue from 
other sources, which has some analysts 


concerned about the success of its shift to 
© relying on other revenue streams. Оп 


Wednesday, Lisa Thompson, vice presi- 
at Prudential Securities Inc., 
launched coverage of AOL with a “hold” 
rating. 
High Risks 

“at the valuation the company’s at and 
the fact that they're living life on the edge, 
the risks are too high-to get into this 
stock," said Ms. Thompson, noting that 
advertising and electronic commerce are 


- still largely “untried” to date. "This will 


not be a painless transition," she said. | 
AOL said its “other revenue" category 
grew 24% from the previous quarter and 
could grow 50% to roughly 560 million in the 
next quarter. It has 50 on-line advertisers, 
up from six last year. The company also 


‚ база it has added 400,000 new subscribers 


in the quarter, bringing the total to 6.9 
million. In October, AOL said it improved 
its retention record, adding a net 250,000 
new subscribers compared with the 100,000 
new subscribers the company was adding 


_ each month during the summer. 


"Hopefully with the distraction of capi- 
talization no longer an issue, we. look 
forward to investors looking at the impor- 
tant aspects of our business,” said Lennert 
Leader, AOL's chief financial officer. 

Yesterday's results were released after 
the close of market, where AOL's share 
price continues to languish. Its stock was - 
down $1.125 to $24 in New York Stock 
Exchange composite trading. 





H-P Lowers Prices on Vectras 

PALO ALTO, Calif. — Hewlett-Packard 
Co. said it lowered prices on its Vectra line 
of desktop computers aimed at corporate 
users by as much as 17%. 


Prices for its Commercial Vectra 


models will start at $1,056. High-Perform- 


ance Vectra units will begin at $1,387. 
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